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Abstract

This thesis comprises three chapters examining firms’ and markets’ responses to regulation
within the context of climate change.

In Chapter 2, I analyze how steel firms in India would respond to counterfactual carbon pricing,
revealing a 70% emissions reduction for a carbon tax equivalent to 2,000 INR/ton (25 USD/ton)
of carbon dioxide equivalent (CO,,.). By developing and estimating a rich production model, I
find that only 18% of this reduction stems from fuel-switching within firms, while the majority
comes from output reallocation across firms. This is because firms are differentially exposed
to the tax, which increases the competitiveness of cleaner firms at the expense of dirtier firms.
Chapter 3 investigates how firms adjust production in response to asymmetric carbon pricing
across Canadian provinces. Using Canadian plant-level pollution release data, I find evidence
that carbon leakage mitigated 45% of emissions reduction efforts in British Columbia and Que-
bec, following two carbon taxes implemented in 2008 and 2007, respectively. Regulated firms
became less competitive, and output shifted to unregulated firms in other Canadian provinces.
In Chapter 4, I assess the efficiency of the U.S. natural gas pipeline network in responding to
climate-induced demand and supply shocks. Analysis of the February 2021 cold wave in Texas
reveals that an unregulated secondary market effectively reallocates capacity to alleviate supply
and demand imbalances. However, concerns arise regarding market power on both sides of the
market, potentially reducing efficiency gains from this secondary market.

Keywords Climate change, firm dynamics, input choice, fuel efficiency, production func-

tion, carbon leakage, pipeline networks
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Summary for Lay Audience

This thesis explores the interplay between firms and climate change. Specifically, I study how
firms can reduce greenhouse gas emissions in response to environmental policy and investigate
some of the unintended consequences of these policies. I also study the consequences of climate
change on energy markets.

In Chapter 2, I study how firms respond to carbon pricing in a context where firms with very
different technologies make decisions about which fuels to use and how much of each fuel to
burn. I build a novel model to recover these fuel choices and quantify the impact of carbon
pricing in the Indian steel industry using detailed plant-level data. I find that implementing a
carbon tax equivalent to 2,000 INR/ton (25 USD/ton) of carbon dioxide leads to a 70% reduction
in emissions. But only 18% of this reduction comes from fuel-switching within existing firms.
I find that the larger reductions come from the reallocation of output across firms (58%) and the
reduction in aggregate output (24%).

While firms compete with each other across geographical regions, carbon policy is not always
uniform across regions. This can lead to carbon leakage, shifting emissions from regulated to
unregulated regions. In Chapter 3, I build a model that allows for region-specific carbon taxes.
I estimate the model with publicly available data on a wide range of pollutants to quantify the
effect of the British-Columbia (B.C.) carbon tax implemented in 2008. I find strong evidence
of carbon leakage in other Canadian provinces, mitigating 45% of emissions reduction efforts
in B.C. and Quebec.

In Chapter 4, I study the efficiency of the U.S. natural gas pipeline network in allocating pipeline
capacity in response to unexpected weather shocks, increasingly common with climate change.
I find that an unregulated secondary market, where contract holders can lease capacity to other
shippers, reacts to significant regional demand fluctuations induced by these weather events, and
alleviates the imbalance between supply and demand. However, a largely unregulated secondary
market within a heavily regulated primary market raises concerns about market power.
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Chapter 1
Introduction

This thesis explores the interplay between firms and climate change. Specifically, I study how
firms can reduce greenhouse gas emissions in response to market-based environmental policy
and investigate some of the unintended consequences of these policies. 1 also study the re-
silience of energy markets to challenges posed by climate change, such as the increasing advent

of extreme weather events.

In Chapter 2, I study firms’ heterogeneous and dynamic responses to carbon pricing. The eco-
nomic cost of carbon pricing depends on the ability and incentives of firms to switch towards
cleaner fuels. Yet, many fundamental economic forces that drive firms’ decisions to use different
fuels are unobserved, causing significant uncertainty over the effectiveness of carbon policies.
I propose a new dynamic production model with multidimensional unobserved heterogeneity
that underly technology differences across firms and captures how firms’ fuel choices respond
to price changes. These differences create heterogeneity in abatement costs, which generates
heterogeneous responses to carbon pricing. Leveraging minimal assumptions about optimal
input choice and the technology frontier, I quantify the model from a detailed panel of Indian
steel establishments. Based on these estimates, implementing a carbon tax equivalent to 2,000
INR/ton (25 USD/ton) of CO,, leads to a 70% reduction in emissions. However, only 18% of
this reduction comes from fuel-switching within existing firms. I find that the larger reductions
come from the reallocation of output across firms (58%) and the reduction in aggregate output
(24%).

Motivated by firms’s responses to carbon pricing in the previous Chapter, I study how firms
reorganize their production when faced with asymmetric carbon pricing in Chapter 3. While
firms compete with each other across geographical regions, some regions may put a tax on

carbon while others do not. This can lead to carbon leakage, shifting emissions from regulated
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to unregulated regions. I build a model of imperfect competition with multiple fuels as energy
inputs, which allows for region-specific carbon taxes. I estimate the structural model with
publicly available Canadian plant-level data on a wide range of pollutants emitted in the air
to quantify the effect of the British-Columbia (B.C.) and Quebec carbon taxes implemented
in 2008 and 2007, respectively. I find strong evidence of carbon leakage in other Canadian
provinces, which mitigated 45% of emissions reduction efforts from the policies in B.C. and
Quebec. Similarly to the finding in Chapter 2, I show that Canadian plants did not find it
profitable to switch between fuels. As a result, regulated firms became less competitive, and

output was reallocated towards unregulated firms.

In Chapter 4, I transition from studying how markets can mitigate climate change to studying
challenges posed by climate change and how these challenges affect markets’ resilience. Specif-
ically, I assess the efficiency of the U.S. natural gas pipeline network in allocating pipeline ca-
pacity in response to unexpected demand and supply shocks, which are increasingly common
with climate change. Long-term contracts, the main mechanisms to allocate capacity, can create
an imbalance between supply and demand because they reserve capacity for contract holders
prior to shocks. Utilizing daily transaction data from 2005 to 2023, I find that an unregulated
secondary market, where contract holders can lease capacity to other shippers, reacts to signif-
icant regional demand fluctuations and alleviates the imbalance between supply and demand.
I also find evidence that forming long-term relationships between buyers and sellers reduces
search costs in the secondary market. However, a largely unregulated secondary market within
a heavily regulated primary market raises concerns about market power. Evidence shows that
buyer and sellers’ market shares influence prices, reducing the secondary market’s efficiency
gains. This secondary market is a rare, real-world example of a market for legal entitlements,
and my study is the first to examine it empirically. I provide some evidence that generalizes to
similar heavily regulated markets with large sunk investment costs, and I provide guidance for

the organization of pipeline networks beyond the U.S.



Chapter 2

Balancing Production and Carbon

Emissions with Fuel Substitution

2.1 Introduction

The reliance on fossil fuels in many manufacturing processes has profound environmental reper-
cussions. The release of greenhouse gases from fossil fuel combustion is the largest contributor
to climate change, accounting for 75% of total greenhouse gas emissions (UN Climate, 2023).
Market-based policies such as carbon taxes and tradable permit systems have been proposed to
induce firms to internalize the social cost of fuel combustion. One of the main objectives of
these policies is to incentivize firms to adopt cleaner fuels, thereby reducing emissions while
maintaining stable levels of production. The economic costs of such policies, such as loss of
output and higher consumer prices, thus crucially depend on the ability and incentives of firms

to substitute cleaner fuels for dirtier fuels.

Fundamental economic forces that drive firms’ decisions to use different fuels are ubiqui-
tous. They reflect disparities in prices, technology, and access to critical infrastructures like
transportation networks, all of which vary across space and over time (Collard-Wexler and
De Loecker, 2015, Scott, 2021). Yet, little is known about how these forces interact with each
other, partly because they reflect unobserved heterogeneity and forward-looking considerations
that are difficult to quantify. The incentives of firms to adopt a new fuel in response to a policy
may vary substantially based on private information about how efficiently they expect to use
this new fuel. Similarly, the ability of firms to substitute between existing fuels may be limited

or enabled by specific manufacturing processes.
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This paper proposes a new dynamic production model that combines multiple fundamental
forces to understand how firms make fuel choices and how these choices respond to price
changes. This model differs from existing production models of interfuel substitution in that
it captures plants’ multidimensional fuel choices, fuel productivity heterogeneity due to unob-
served technology differences, and dynamic switching between fuel sets subject to fixed switch-
ing costs.! Leveraging the approach pioneered by Carlson, Burtraw, Cropper and Palmer (2000)
and Atkinson and Luo (2023), I show that these factors provide a microfoundation for abate-
ment costs heterogeneity that reflects the ability of firms to substitute cleaner fuels for dirtier
fuels in the short and long run. Combined together, these factors thus generate heterogeneous

and dynamic responses to price changes that have important implications for carbon policy.

While there is a significant body of work estimating production functions, understanding the
heterogeneity and dynamics underlying firms’ input selection when they can choose from mul-
tiple input combinations poses new challenges.” One of these challenges is quantifying input-
specific productivity for an input a firm has never used. Leveraging minimal assumptions about
optimal input choices and the technology frontier along with a detailed panel of Indian steel
plants between 2009 and 2016, I quantify the rich heterogeneity in plants’ incentives and ability
to substitute between fuels. The panel features detailed information about plant-specific in-
put prices and quantities along with location within 775 districts, allowing me to interpret this
heterogeneity in the context of plants’ proximity to key infrastructures such as coal mines and

natural gas pipeline networks.

I then use the model to predict how Indian steel plants would respond to various carbon taxes
over a horizon of 40 years. India is the second largest steel producer, and steel is one of India’s
most polluting industries, with coal accounting for nearly 70% of its energy sources. I perform
counterfactual policy simulations by imposing a carbon tax levied on fossil fuels, varying the
level of the tax. I find that cutting emissions by 50% relative to a no-tax scenario entails a
reduction of output by 6.5%. In contrast, under an economy in which all fuels are assumed
to be equally productive across firms, as is standard in the production function and abatement
costs literature (Atkinson and Luo, 2023, Carlson, Burtraw, Cropper and Palmer, 2000, Fowlie,
Reguant and Ryan, 2016, Hawkins-Pierot and Wagner, 2022, Shapiro and Walker, 2018), I find
that obtaining the same 50% reduction in emissions leads to a 12% reduction in output, thus

overestimating the output costs of such a policy by almost 100%.

'The vast majority of papers on interfuel substitution consider firms’ fuel sets to be fixed in time and do not
account for fuel-specific productivity. See Cho, Nam and Pagan (2004), Ganapati, Shapiro and Walker (2020),
Hyland and Haller (2018), Ma, Oxley, Gibson and Kim (2008), Pindyck (1979), Wang and Lin (2017)

2See Ackerberg, Caves and Frazer (2015), Blundell and Bond (2000), Demirer (2020), Gandhi, Navarro and
Rivers (2020), Grieco, Li and Zhang (2016), Levinsohn and Petrin (2003), Olley and Pakes (1996), Zhang (2019).
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Multidimensional heterogeneity significantly reduces the predicted economic cost associated
with reducing emissions because it improves the ability of the carbon price to target high-
emission plants. Plants that are more productive at dirty fuels relative to cleaner fuels have
a higher marginal abatement cost because they are less willing to substitute away from their
most productive fuels. Consequently, they face a larger increase in their marginal cost, pass a
larger portion of the tax to consumers, and become less competitive relative to plants that are
more productive at using cleaner fuels. My results thus provide quantitative support for the
long-established idea in environmental economics that firm-level heterogeneity in abatement
costs improves the effectiveness of market-based mechanisms relative to command-and-control

regulation (Goulder and Parry, 2008).

In the Indian steel context, the carbon tax generates a significant reallocation of output from
plants using large coal-powered blast furnaces in Eastern India to cleaner plants in Western
India. This reallocation of output is the main channel for reducing emissions. With a carbon
price equivalent to $25 U.S. dollars per ton of carbon, 58% of emissions reduction comes from
output reallocation, 24% from an aggregate reduction in output, and only 18% from plant-level
fuel substitution. Large degrees of fuel specialization due to fuel productivity and high fuel
switching costs explain the lack of fuel substitution, capturing significant technology lock-in.
To tackle this technological lock-in, I study a subsidy that reduces the fixed cost of natural
gas adoption, and I find that it is not a cost-effective tool for reducing emissions. I find that
90% of subsidy beneficiaries are inframarginal plants that would have switched to natural gas
regardless, significantly increasing the cost of incentivizing a meaningful change in natural gas
adoption. I estimate the cost to increase natural gas adoption by five percentage points at the
equivalent of $2.793 billion U.S. dollars over 40 years, amounting to 12% of the industry’s

profits over the same period.

Quantifying the role of fossil fuels in production in this context requires overcoming two im-
portant measurement issues. First, the energy plants use in production is unobserved because
it depends on how plants use fuels. The energy service a plant receives differs from the quan-
tity of fuels it uses, measured in common heating potential units. The wedge between a fuel’s
heating potential and the energy service it provides reflects the fuel’s productivity. Second,
plants choose fuel sets on the basis of unobserved heterogeneity, such as how productive they
would be at using alternative fuel combinations. For instance, a plant can choose to use coal
because it anticipates high coal productivity and low gas productivity. However, the plant’s gas

productivity remains unobserved to the researcher.

I address these measurement issues in three steps. First, I identify the latent quantity and price

of energy services by adapting the methods of Ganapati, Shapiro and Walker (2020), Grieco,
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Li and Zhang (2016). This method relies on optimality conditions from profit maximization
to map observed relative input spending to unobserved relative input quantities. Second, I
estimate the function that maps fuels to energy services following Zhang (2019) and Blundell
and Bond (1998, 2000). This allows me to recover the distribution of fuel productivity across
plants. Third, I adapt Arcidiacono and Jones (2003) to jointly estimate fixed switching costs
and the distribution of fuel productivity for unused fuels. Using this three-step approach, I
recover all production function parameters, the distribution of fuel productivity, and switching
costs between fuel sets. Lastly, I estimate the elasticity of substitution between output varieties
following Ganapati et al. (2020). These estimates allow me to conduct policy counterfactuals

that affect plants’ fuel choices.

The production model is consistent with recent evidence suggesting heterogeneity in fuel pro-
ductivity and high fixed costs of fuel adoption. Lyubich, Shapiro and Walker (2018) finds
that firms vary substantially in energy and CO2 productivity. These disparities in productivity
are due to varying heat efficiency that different fuel-burning technologies provide (Allcott and
Greenstone, 2012), energy retrofit efforts to curb energy waste (Christensen, Francisco and My-
ers, 2022), unobserved fuel quality (e.g., anthracite vs. bituminous coal), and intangible factors
such as the ability of workers to use different fuels and management practices (Gosnell, List and
Metcalfe, 2020). As in Scott (2021), I find significant fixed costs and time commitments associ-
ated with adopting natural gas. These costs encompass technological adaptations, new storage

facilities, and transportation infrastructure, all microfoundations that my approach captures.

Moreover, I show that fuel-specific productivity that underlies technology differences across
plants directly connects to marginal abatement cost heterogeneity. I thus contribute to a long-
standing literature that estimates marginal abatement costs(Atkinson and Luo, 2023, Carlson,
Burtraw, Cropper and Palmer, 2000, Culler and Mansur, 2017, Shapiro and Walker, 2018).
These fuel-specific productivity differences, along with dynamic switching between fuel sets,
also provide a cautionary tale against an aggregate production function to study fuel substitu-
tion, common in the integrated assessment literature (Golosov, Hassler, Krusell and Tsyvinsky,
2014, Miftakhova and Renoir, 2021), because such a production function will not be invariant

to policy changes.

The production model also reflects important channels of firm responses to changes in fuel
prices. Numerous empirical studies have shown that firms respond to changes in fuel cost by
substituting across fuels (Ahmadi and Yamazaki, 2020, Alpino, Citino and Frigo, 2023, An-
dersson, 2019), but also by passing on the cost increase to consumers, thereby reducing out-
put (Fontagné, Martin and Orefice, 2023, Ganapati, Shapiro and Walker, 2020, Gittens, 2020).

While both types of responses can reduce emissions, their welfare implications are unequal,
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and my model provides a cohesive framework to aggregate these responses and relate them to

marginal abatement costs.

To estimate this model, I contribute to the literature on production function estimation in in-
dustrial organization®. 1 make a methodological contribution by showing how to identify and
estimate a dynamic production function with input-augmenting productivity and dynamic input
selection. I solve this problem by drawing from the dynamic discrete choice literature with

unobserved heterogeneity (Arcidiacono and Jones, 2003, Arcidiacono and Miller, 2011).

Within the production function estimation literature, my paper most closely relates to Collard-
Wexler and De Loecker (2015), who studies technological change in the U.S. Steel Industry
(particularly the introduction of electric arc furnaces), and Hawkins-Pierot and Wagner (2022),
who estimates the energy productivity of manufacturing plants and its implication for technol-
ogy lock-in. I complement the former by emphasizing the role of fuels and emissions as part of
this technological change. I complement the latter by decomposing energy productivity into the
relative productivity of different fuels. I show that this distinction is crucial to understanding

the heterogeneous impact of a carbon tax.

The rest of the paper is structured as follows: Section 2.2 presents an overview of the Indian
steel dataset. Section 2.3 presents some key evidence of plant-level decisions that motivate
modeling choices. Section 2.4 presents the model in detail. Section 2.5 presents identification
results for the production function. Section 2.6 presents identification results for the dynamic
discrete choice model. Section 2.7 presents the main estimation results. Finally, Section 2.8

presents the results of the counterfactual experiments.

2.2 Data

I use longitudinal data on prices and quantities of all inputs and outputs from Indian steel estab-
lishments, which I link to data on India’s natural gas pipeline network. The panel comes from
the Indian Survey of Industries (ASI) and covers 2009-2016. It is a restricted-use dataset that
covers all manufacturing establishments with at least 100 workers and a representative sample
of establishments with fewer than 100 workers. The sample is stratified at various levels, in-
cluding number of workers and location. More details on sampling rules, including changes
over time, can be found in Appendix A.l. The ASI contains information on prices and quanti-
ties of Coal, Oil, Electricity, and Natural Gas, which I convert to million British thermal units

(mmBtu) using standard scientific calculations from the U.S. Environmental Protection Agency

3See footnote? for details on this literature.
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(EPA, 2022). I follow standard practices by removing the 1% left and right tails of plant-level
inputs and output by industry.*

To convert nominal into real units, I follow Harrison, Hyman, Martin and Nataraj (2016) by
deflating output with industry-specific wholesale price indices (WPI), labor with the consumer
price index (CPI), intermediate materials with the aggregate wholesale price index, labor with
the consumer price index (CPI), and capital stock with an India-specific capital deflator from
the Penn World Table (Feenstra, Inklaar and Timmer, 2015).

Emissions To get establishment-level measures of greenhouse gas emissions, I convert units
of potential energy (mmBtu) of each fuel into metric tons of carbon dioxide equivalent (COy,).
During combustion, each mmBtu of fuel releases some quantity of carbon dioxide CO,, methane
CHy, and nitrous oxide N,O into the atmosphere, which varies by industry based on standard
practices in India (Gupta, Biswas, Janakiraman and Ganesan, 2019, Annexure 3). I then con-
vert emissions of these three chemicals into carbon dioxide equivalent (CO,,) using the Global
Warming Potential method (GWP, see Appendix A.2).

2.3 Facts About Emissions and Fuels in India

Using this data, I highlight facts about fuel usage and carbon emissions that motivate my choice

of India’s Steel sector to conduct this analysis and influence modeling decisions.

Fact 1: High Pollution Levels from Indian Steel Establishments

In Table 2.1, I show that total annual greenhouse gas emissions from Indian Steel plants aver-
age 25 million tons of CO,,, accounting for 31% of annual emissions in Indian manufacturing
(Dhar, Pathak and Shukla, 2020). This high emission level is attributed to the sizeable aggre-
gate share of coal as part of the energy mix, averaging 70%. This share is significantly larger
than in other Indian manufacturing industries and larger than in Steel manufacturing abroad.
Indeed, switching from coal to gas has contributed significantly to the manufacturing clean-up
in developed economies (Rehfeldt, Fleiter, Herbst and Eidelloth, 2020).

Fact 2: Indian Steel Establishments Use Different Fuel Sets
Steel-producing plants use different fuel sets, and most fuel sets include oil and electricity.

Most of the variation in fuel sets thus comes from whether plants use coal, natural gas, neither,

4Such outliers are typically due to reporting errors and are inconsistent with a wide range of official statistics
(Bollard, Klenow and Sharma, 2013).
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Annual Average  Average Annual Revenue Annual Average Emissions Aggregate Aggregate
Industry Number of Plants by Plant (Million USD) (Thousand tons CO»,) Energy Input Share Coal Fuel Share
Steel 1,077 19.41 29.34 0.13 0.72
Other 33,726 6.18 8.52 0.13 0.37

Table 2.1: Descriptive Statistics for Steel Manufacturing (2009-2016)

Note: The energy input share is calculated as the aggregate spending on energy by industry as a fraction of total
spending on labor, materials, and energy. It is then averaged across years. Similarly, the coal fuel share is calculated
as the aggregate share of coal (in mmBtu) relative to other fuels in each industry, averaged across years.

or both. see Table 2.2. There are multiple reasons for this heterogeneity. For example, plants
can use different furnaces to turn iron ore into steel. Blast furnaces combined with basic oxygen
furnaces rely on coke (coal) as a primary fuel; electric arc furnaces can use any fuel combination
to generate high-power electricity, which is discharged through an electric arc to melt either
steel scrap or sponge iron. Sponge iron is created from iron ore in direct reduced iron furnaces

powered by natural gas.

Percentage of Plants Output Share

Oil, Electricity 51.3 44.9
Oil, Electricity, Coal 19.3 21.2
Oil, Electricity, Gas 10.8 25.7
Oil, Electricity, Coal, Gas 7.4 34
Other 11.1 4.8

Table 2.2: Distribution of Fuel Sets Across Steel Plants

Notes: This table shows the distribution of fuel sets across plants. The “Other” category comprises any other
combinations of the same four fuels. Variation in fuel sets is not driven by variation in the variety of steel produced.
In Appendix A.3, I show that a similar distribution exists within different varieties of steel produced.

Many reasons explain why plants use different fuel sets, some of which have geographical
underpinnings. In Figure 2.1, I document a concentration of coal usage in Eastern and Southern
India. Many states in Eastern India form a region colloquially known as the “Steel Belt” due to
the prevalence of coal and iron ore mines. Plants with coal-powered Blast furnaces tend to be
located near these mines. Moreover, this region lacks critical infrastructure, such as natural gas

pipelines for plants to adopt technologies that rely on cleaner fuels.

This heterogeneity in fuel sets has two other noteworthy implications. First, burning coal re-
leases more CO,, than burning natural gas. Second, plants with more fuels have access to
additional margins of substitution, which is relevant because many fossil fuels are susceptible
to price volatility owing to global supply and demand fluctuations. For instance, oil and natu-
ral gas prices fell due to booming U.S. shale oil production and excess supply from emerging

market economies (EMEs) such as Saudi Arabia in 2014. See Figure 2.5.



Chapter 2 — Balancing Production and Carbon Emissions with Fuel Substitution 10

I p1

= p5
& p10
M p25
I p50
75 Outside
M po0 Zone 4
I 095 [ Zone 3
I p9%9 I Zone 2
M > p99 M Zone 1
(a) Coal Consumption by District (b) Natural Gas Pipeline Network (2016)

Figure 2.1: Spatial Variation in Fuel Usage and Key Infrastructures

Notes: The map on the left shows the distribution of coal usage across Indian districts. Darker areas correspond to
districts with more coal consumption. The map on the right shows the distribution of access to natural gas pipelines
across districts. Natural gas pipeline transportation tariffs are organized by zones, where each zone corresponds to
250km segments along a pipeline. Zone 1 is the closest to the source of the pipeline. Moreover, at the beginning
of the sample period, the natural gas pipeline network was not developed in the South, and it was less developed
in the Delhi area.
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Figure 2.2: Median Fuel Prices (rupees/mmBtu)

Fuel substitution can serve as a means of adjustment for plants to insure themselves against fuel
price variation. Both the quantity and fuel share of coal increased prior to 2014. However, coal
usage started to decline after 2014 following the crash in the price of oil and natural gas. See
Figure 2.3 and 2.4. Electricity prices have been steadily increasing in India, and the share of

electricity in steel plants’ energy mix has been steadily decreasing.
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Figure 2.3: Average (log) Fuel Quantities Figure 2.4: Average Fuel Shares

Notes: These figures show the average quantities of each fuel (in logs) and the average within-plant fuel share,
respectively. Fuel quantities are measured in mmBtu for each fuel, and these figures are constructed from steel-
producing plants only.

Fact 3: Indian Steel Establishments Often Switch Between Fuel Sets

Not only is there heterogeneity in fuel sets but also a significant prevalence of switching
between fuel sets, which I define as occurring when a plant uses a different combination of
fuels between two years (e.g., from oil and electricity to oil, electricity, and gas). On average,
15% of plants add a new fuel, and 15% drop an existing fuel from their set every year. Moreover,
40% of unique plants add and drop fuel at least once in the sample. There are many reasons
why plants switch between fuel sets. The development of new technologies may increase the
productivity of some fuels. Electric arc furnaces are more efficient at using the heating potential
of underlying fuels than blast furnaces (Worrell, Bernstein, Roy, Price and Harnisch, 2009).
Large and persistent fuel price shocks incentivize plants to readjust their input mix. Expanding
transportation infrastructures, particularly pipeline networks, decreases fixed costs and eases

access to new fuels (Scott, 2021).

Adds New Fuel Drop Existing Fuel Both Add and Drop
Yes (%) 394 39.6 26.0

Table 2.3: Fraction of Unique Plants That Add and Drop a Fuel at Least Once

Notes: This table shows the fraction of unique plants that add a fuel at least once in the sample, and similarly for
plants that drop a fuel at least once. This underestimates the prevalence of fuel switching because plants are only
observed between 2009 and 2016.

Fact 4: Larger Fuel Set Is Associated With Higher Productivity
Adopting a new fuel is associated with substantial fixed costs: acquiring and installing new
equipment such as furnaces, transportation infrastructure, and storage facilities. With fixed

costs, it is natural to expect larger and more productive plants to use more fuels because they
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Figure 2.5: Fuel Set Switching Across Years

Notes: This figure shows the fraction of plants that add a new fuel or drop an existing fuel between year t and ¢ — 1,
starting from 2010 all the way until 2016.

have marginally more to gain from fixed investments. This is what I find. As plants produce
more output per worker, which can be interpreted as a proxy for productivity, they tend to have

a larger fuel set. See Figure 2.6

Average Number of Fuels
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Figure 2.6: Number of Fuels, by Revenue per Worker

Notes: This figure reports the average number of fuels across percentiles of the residualized revenue per worker
distribution. Revenue per worker is residualized by taking out year-fixed effects.

In Table 2.4, I show that a 1% increase in Revenue per Worker decreases the probability of
having one or two fuels and increases the probability of having 3 or 4 fuels. A positive gradient
between the number of fuels and productivity coupled with high fixed costs of new fuel adoption
may lock unproductive plants into their current fuel set. A similar technological lock-in has been
previously documented in manufacturing by Hawkins-Pierot and Wagner (2022) and decreases

policy effectiveness at incentivizing switching to cleaner fuels.
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Increasing Revenue/Worker by 1%

1 Fuel -0.009"*  (0.001)
2 Fuels -0.025*  (0.004)
3 Fuels 0.023**  (0.004)
4 Fuels 0.010*  (0.002)
Year Fixed Effects Yes

N 8,583

Table 2.4: Relationship Between Revenue/Worker and Number of Fuels

Notes: This table reports marginal effects of an ordered logit regression of the number of fuels against
log(Revenue/Productivity). The point estimates are the percentage increase (decrease) in the probability of having
each number of fuels for a 1% increase in Revenue per Worker.

2.4 Model

Consistent with these facts, I develop and estimate a rich dynamic production model to quantify
establishments’ fuel choices. Each period, plants have access to a set of fuels from a combina-
tion of oil, natural gas, coal, and electricity. Fuels are combined to produce energy that goes
into the outer nest of production. Plants can choose to change fuel sets across periods in a dy-
namic discrete choice framework. There are fixed costs for adding new fuels and salvage values
from dropping existing ones. I first present the production structure for a given plant in a static
setting and then consider inter-temporal decisions. Throughout the exposition, subscript i refers

to a plant, and 7 refers to a year.

2.4.1 Production Model

There are two levels of production, which correspond to two nests. The outer nest is a standard
CES production function and features Hicks-neutral productivity z;;, labor L;, capital K;,, inter-

mediate inputs M;,, and energy E;. Following Grieco et al. (2016), the production function is

L
nT §

explicitly normalized around the geometric mean of each variable X = ( " T, Xi,)
Y. K —1 L —1 M -1 E -1 ”fal
it it\ o it\ o it\ o it\ o
— = Zil x|l — + oy | — + ay| — + g\ —
Y ( () +al)" raulFF)" ol F) ) 2.1)

st. artaxtayt+ag=1

3 All CES functions are either implicitly or explicitly normalized around a point (Le6n-Ledesma, McAdam and
Willman, 2010). I chose the geometric mean as a normalization point to be consistent with the literature.
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Where o > 0 is the elasticity of substitution between inputs, and r > 0 is the returns to scale.
In the outer nest, plants choose input quantities given input prices, which include energy, E;.
Given the current fuel set 7; C F = {oil, gas, coal, elec}, plants combine all fuels available to

produce a quantity of energy E; in the inner nest of production:

= - ( 3 (wf,-%)ﬁl)ﬂ_ 22)

ey, refers to the quantity of fuel f for plant i in year t. py; and ys; are the corresponding fuel
price and productivity, respectively. The fuel-specific productivity terms are novel; they allow
for flexible variation in input usage and heterogeneity in fuel substitution. Plants specialize in
fuels that they can use more efficiently, which means that different plants are affected differently
by changes in fuel prices. This heterogeneity is especially relevant in the context of a carbon
tax, which raises the price of dirty fuels more than clean fuels. For example, plants special-
izing in dirty fuels such as coal will bear a disproportionate share of the tax burden. While
initially unobserved, I recover fuel productivity for each plant each year by exploiting profit

maximization.

Moreover, allowing plants to have different fuel sets ¥, and allowing plants to switch between
them is novel; plants with a larger fuel set have more substitution possibilities when facing
changes in fuel prices. This option value creates another layer of heterogeneity in response to
carbon taxation. Larger and more productive plants with a larger fuel set will have an easier

time substituting out of a carbon tax than smaller plants with smaller fuel sets.

These two novel features are a significant departure from the literature, where most previous
papers that estimate a production function with fuels do not allow for fuel-specific produc-
tivity and do not allow for fuel sets to vary within the same production function (Atkinson and
Halvorsen, 1976, Hyland and Haller, 2018, Joskow and Mishkin, 1977, Ma et al., 2008, Pindyck,
1979). More recently, Hawkins-Pierot and Wagner (2022) allowed for the productivity of the
total energy bundle to vary across plants. While this allows for heterogeneity in the substitution
between energy and other inputs, it does not capture salient features of fuel consumption and

differential responses to fuel price changes.

The elasticity of substitution between fuels A plays a crucial role in this model. It determines
the option value a plant would get by expanding its fuel set 7. As long as fuels are gross
substitutes (4 > 1), there is an option value (gains from variety) from having more fuels due to

the additional substitution margin each fuel provides. However, the lower A is, the larger the
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option value. A lower A implies that marginal products from a given fuel decrease faster with
quantity, so there are larger marginal gains from adding a new fuel®. Next, I show how plants

compete and set prices.

2.4.2 Static Decisions

Plants produce different output varieties and engage in monopolistic competition.

I make this assumption for two reasons. First, the Indian steel industry features the most plants
out of all Indian heavy manufacturing industries, and the industry faces fierce competition from
China, the world’s largest steel producer. It is thus likely to be more competitive than typi-
cal oligopolistic industries like Cement. Second, steel plants produce a wide variety of steel
products. There are 404 varieties produced by plants in the ASI. Ferrous products from direct

reduction of iron ore are the most common variety with a 5.5% market share.

On the demand side, there is a representative consumer with quasi-linear utility over the total
output produced in a given period Y; and an outside good Y)y,. Steel consumption is widespread
in India, and most demand comes from housing construction, infrastructure, and automobiles.
Total output is produced by aggregating all the varieties with standard Dixit-Stiglitz preferences
across varieties. Given a mass of N, operating plants, income /;, and an aggregate demand shock

e't, the representative consumer solves:

bp
T
p—1

t 1 p—1
max U = Yy, + e—(— f (N,Y,-,)pdi)
{Yir}ﬁ\gl Yor 6 Nl Q;

S.t. YOl‘ + f Pll‘Ylldl S It
Q;

(2.3)

Where p > 1 is the elasticity of substitution between varieties, and 6 € (0, 1) indexes the sub-
stitution between consumption of the differentiated varieties and the outside good. Following
Helpman and Itskhoki (2010), I restrict 6 < ’%], which ensures that output varieties are more
substitutable between each other than with the outside good. These quasi-linear CES prefer-
ences were first proposed by Helpman and Itskhoki (2010) and provide analytical convenience
for welfare evaluation. Quasi-linear preferences are standard in the literature on externality tax-

ation (Fowlie et al., 2016) and allow researchers to use the social cost of carbon (SCC), which

®This option value is similar to the concept of gains from variety in the trade literature investigating the com-
position of intermediate inputs (Broda and Weinstein, 2000, Ethier, 1982, Goldberg, Khandelwal, Pavcnik and
Topalova, 2010, Kasahara and Rodrigue, 2008, Ramanarayanan, 2020, Romer, 1990)
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expresses the net present value of expected future damages from carbon emissions in dollars.’
Externality damages thus affect consumption of the outside good by varying aggregate income
and thus directly affect consumer surplus. Solving the representative consumer’s problem in
(2.3) yields the following downward-sloping demand for each variety Y;,, which I augment with

an ex-post idiosyncratic demand shock e“:

ef’ _ p(1-6)-1
Yy = —P/ P, ™ € (2.4)
N;

- 1
Where el = ' and P, = ( NL, f Pl.lt_p di) " is the CES aggregate price index across all varieties.

Detailed derivations can be found in Appendix B.1.
Plants choose inputs to maximize static profits

Given a set of fuels ¥;, C F, technological constraints, inverse demand, and all input prices,
the plant’s problem is static.® To avoid notation clutter, I will define X, = % for normalized

quantities and p,;; = p.;;X for normalized prices from now on.

max {Pit(Yit)Yit = w;Lis — riuKis — pmicMiy — Z pfitefit}
Kit,Mit,Litefir) e, e

no
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The nested structure of production is such that it can be expressed in two stages:
1. Plants choose fuel quantities to minimize the cost of producing energy (inner nest):

Given a fuel set F;; and fuel prices, plants find the combination of fuels that minimizes the cost

"This is the approach typically taken in applied microeconomics. However, an alternative approach in macroe-
conomics relies on integrated assessment models (IAM) to explicitly study the dynamic relationship between ag-
gregate emissions and the concentration of CO; in the atmosphere, which affects future aggregate output in various
ways. See Golosov et al. (2014), Hassler et al. (2019, 2020), Nordhaus (2008).

81 derive the decision of plants under the assumption that plants flexibly rent capital with a unit cost of capital
.. While I use this assumption to reduce the computational burden in the dynamic discrete choice model of fuel
sets, I do not need nor use this assumption to estimate the production function.
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of producing a given unit of energy. Fuel prices in mmBtu are observed and vary across plants

and year:

mln pr”ef” s.t. l,— Z(wf,,ef”)ﬂ)% (2.5)

e
T feFu

The achieved minimum of this problem is an energy cost function C(E;) that satisfies:

cEn = (Y 2y,

f€Fu Ll’fil
= PEi,Eit = Z Prit€fir
feFis

Where the unobserved price of realized energy pg, corresponds to a CES price index in fuel
prices over productivity. Constant returns in the energy production function imply that the

marginal cost of realized energy is the price of realized energy and is constant MC(E;,) = p £
2. Plants choose inputs other than fuels to maximize profit (outer nest):

Given a cost-minimizing allocation of fuels that produce a quantity of energy, plants pay a
price pg;, for each unit of energy. They take this price as given when choosing the quantity
of energy because pg; is only a function of the optimal relative allocation of fuels, not the
scale of energy. Then, at the beginning of each period, plants start with a set of fuels 7, C F,
observe their Hicks-neutral productivity z;;, productivity for each fuel {1} ;}rer,, and all input
prices {Wis, Tkit, Pmits P fit} e, ). Together with the years of production, these form a set of state
variables s;. Given these state variables, plants maximize profits, which yield a period profit

function n(s;, ).

Iy 1 1+p6-1)  p-1

e 1 p=1
s, Fi) = max |((—=)'P,"" ¥,” = wiLi = ruKiy = puieMi — praEa)
(lt’ 1t) KoM Lo Ex Nz t it it ktf&it — Pmittis — PEirlis
(2.6)
~ ~ o=l ~ o=l ~ o=l -0 7=
s.t. Yy, = zl,[ xK,” +aiL,” +ayM,” + aEEv]
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2.4.3 Inter-Temporal Fuel Set Choices

Every period, plants take expectations over the evolution of state variables and choose a fuel set

for the next period ¥’ to maximize expected discounted lifetime profits:

V(si» Fir € F) = max { (s, Fi) = K(F' | Frr 5t) + Ocrri + BEV(Sit, F) | 53] |
?‘/ N ”

static profits fixed switching costs continuation value

Where K(F' | Fi, si) is the net cost of switching from fuel set # to ', and &7 captures
idiosyncratic shocks to these switching costs. I allow fuel set switching costs to vary by plant
size (proxied by Hicks-neutral productivity z;;) and whether a plant is in a district d that has

access to natural gas pipelines’:

KF" | Fir, si) = k(F" | Fir die) + v Inz

The switching cost function k(¥ | F;,d;;) is composed of two types of arguments. First, there
are fixed costs of adding a fuel k. Second, there are salvage values of dropping a fuel y, that
plants obtain by selling old capital. Since 90% of plants in the dataset always use electricity and
oil, I assume that the choice set of plants is as follows, where e = electricity, o = oil, g = gas, ¢
=coal: F = {(oe); (oge); (oce); (ogce)} and restrict the sample accordingly. In the next section,

I show how this model can be estimated.

2.5 Identification of the Production Function

The model is estimated in four steps using a novel combination of methods. First, I estimate
the demand elasticity by using the shift-share instrument of Ganapati et al. (2020) as a cost-
shifter. Second, I adapt the method of Grieco et al. (2016) in order to estimate the outer pro-
duction function in the presence of an unobserved input (energy). Third, I estimate the en-
ergy production function following recent developments in production function estimation with

input-augmenting productivity (Demirer, 2020, Zhang, 2019), combined with dynamic panel

Plant size is endogenous, but a Ceteris paribus increase in z;, increases the scale of a plant’s operation. Scott
(2021) shows that proximity to the natural gas pipeline network decreases the fixed cost of adding natural gas.
Plants too far from the pipeline network can use liquified natural gas (LNG) but need access to a gasification
terminal, which can be very costly.
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techniques (Blundell and Bond, 1998, 2000, 2023). Fourth, I estimate fixed costs in a dynamic
discrete choice framework in the presence of unobserved heterogeneity following Arcidiacono
and Jones (2003), which allows me to capture systematic differences in fuel productivity for

fuels that plants are not currently using.

2.5.1 Identification of OQuter Production Function

In the outer nest, the main unobserved quantity that departs from standard models is realized
energy E;. In contrast to the heating potential of fuels, energy is the output of combining
different fuels, which is unobserved. I adapt the estimation method proposed by Grieco et
al. (2016) to uniquely recover the price and quantity of energy when other flexible inputs are
observed under the assumption that plants are price-takers in the input market.!° The key to
this method relies on using relative first-order conditions to map observed expenditure shares to
unobserved input quantity shares. To see this, one can look at the ratio of first-order conditions

for labor and energy from profit maximization in equation 2.6 and rearranging:

wi:Li; _ %( Li,/z )(0’—1)/0’ Q2.7)
pEitEit aE Eit/E
~—— N——
Expenditure ratio Quantity ratio

Given production function parameters, % can be recovered from (2.7) because I observe ex-

10The assumption of price-taking in the input market allows for unobserved variation in input prices (the main
motivation underlying the Grieco et al. (2016) paper), which could be related to plant size, productivity, location,
and any other state variables. However, this assumption rules out quantity discounts.

F | oe oge oce ogce

oe 0 Kq K Kg + K¢
oge —Ye 0 —Yg + Ke Ke
oce ~Ye  ~YetKg 0 Kq
0gece | —Ye—Yc e Vs 0

Table 2.5: Fixed Switching Cost Matrix — k(7' | F)

Notes: Rows correspond to fuel sets today 7, whereas columns correspond to fuel sets next period . I assume
that fixed costs and salvage values for coal are the same across districts. However, fixed costs and salvage values
for natural gas vary by plants’ proximity to the natural gas pipeline network in a binary fashion. I define d = 0 if
plants have no access to pipelines and d = 1 if plants have access to pipelines. Then k, = kg if d = 1 and k, = kg0
if d = 0, and likewise for .. I define plants as having access to pipelines if they are located in a district in which a
pipeline directly passes or in a district immediately adjacent to a district in which a pipeline passes.
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penditures for both inputs (recalling that energy expenditure is the sum of fuel expenditures
from the energy production function: pg,Ei = X er, Pri€sir) and I observe the quantity of la-
bor. Identification of E;, comes from variation in the relative price of labor to energy, which
induces variation in the expenditure ratio that isn’t one-for-one with relative prices. For a given

o, observed variation in spending on energy S g,, spending on labor S, and the quantity in

labor L; implies a unique quantity of realized energy by the optimality condition between both
inputs. Only when o = 1 (Cobb-Douglas), the percentage change in relative prices is always
offset by an equivalent percentage change in expenditure shares, such that expenditure shares

are constant.

@ _ (PeiEir\5* (CYL)(T‘L @ 2.8)
E WirLi ag L

Thus, in this setting, one can identify production parameters by replacing E; for (2.8) in the
production function and exploiting first-order conditions to control for the transmission bias
from unobserved hicks-neutral productivity z;; to observed inputs. This method is also used by
Doraszelski and Jaumandreu (2013, 2018). I also use the same method to control for unobserved

price dispersion in the bundle of material inputs:

The main dependent variable is revenues, where e"“ is an unobserved iid shock that is meant to
capture measurement error and unanticipated demand & productivity shocks to the plant (Klette
and Griliches, 1996). Detailed derivations of the estimating equation can be found in Appendix

C.1. Taking logs of revenues yields the main estimating equation:

1
P +In—+1In

InR;, =1n
p—1 n

ag (Ki/K\%

WitLit<1 + Q—L

The main parameters of interest are the elasticity of substitution (o), the elasticity of demand
(0), and the returns to scale (1) in (2.9). While the elasticity of substitution is identified from
observed variation in the capital-to-labor ratio, the elasticity of demand/markup is not sepa-

rately identified from the returns to scale. This is a standard problem with revenue production
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functions, whereby the curvature in the revenue function is driven by both technology (returns
to scale) and market power (markup). Fortunately, I observe output prices and quantities, and I
use exogenous cost shifters to recover the elasticity of demand p in Section 2.5.1. Lastly, since
E;, and M,, were factored out of the production function, the main estimating equation (2.9) does
not recover ag and ay,. To recover ag and ay,, I take the geometric mean of relative first-order
conditions in equation (2.7) for labor relative to energy and for labor relative to intermediate

materials."!

WL/pgE = <L, WL/ pnhl = 24

@ @ (2.10)

ag+ar+ay+ag=1

Then, I estimate (2.9) subject to (2.10) with non-linear least squares. '

Estimating Elasticity of Demand

To separate the demand elasticity p from the returns to scale 7 in the estimating equation (2.9),

I estimate demand from observed output prices and quantities using the demand equation (2.4).

hl ,,:At—plnP,,-FG”, (2.11)

where A, = I, +1n (1%[) + % In P; contains both the unobserved aggregate output price index
P, and aggregate demand shocks I';. Due to standard simultaneity bias, the elasticity of demand
p is not identified from price and quantity data alone. To solve this issue, I instrument output
prices with a Barktik style shift-share cost shifter proposed by Ganapati et al. (2020) and used
by Hawkins-Pierot and Wagner (2022). The instruments have two components: an exogenous
shock to aggregate fuel prices (the shift) and a pre-shock variation in exposure to aggregate fuel

prices by Indian States (the share):

"'This is the convenience given by the geometric mean normalization of the CES. However, any other normal-
ization would work but would require more algebra to recover the distribution parameters.

12Consistency of the parameters is shown by Grieco et al. (2016) using the first-order conditions of the NLLS
objective function as moment conditions.



Chapter 2 — Balancing Production and Carbon Emissions with Fuel Substitution 22

Ty = [l_?_s,t,f * O's,zoos,f], f € {coal, gas, oil}

P—s1y 1s the average price (leaving out state s) of fuel f in year ¢ and acts as an exogenous
shock to production cost. This is because much of aggregate fuel price variation stems from
worldwide demand and supply variation induced by geopolitical turmoil, aggregate technolog-
ical evolution, and growth. o003, 1S the pre-sample aggregate share of fuel f used to generate
electricity in state s. Any variation in the price of a fuel will induce more variation in elec-
tricity prices in states that use more of that fuel to generate electricity. This creates exogenous
variation in exposure to aggregate fuel price shocks since all plants use electricity as an input.
Moreover, the shares are taken in 2008 (before the sample starts) and are thus unaffected by

shocks to fuel prices.

For the remaining parts of the demand equation, the aggregate output price index P, is part
of the year-fixed effect in equation (2.11). It is endogenously determined by the elasticity of
demand p. I first estimate demand using year dummies A, and then solve for the price index
ex-post given the estimate of p, observed output prices P; and the number of plants N, P, =
(Nil Zi:l:Nt Pl.lt_ﬁ)l/(l_p)
aggregate demand shifter I'; in a simple time series regression of the year dummies A, on the

. I then separately recover the elasticity of the outside good 8 from the

output price index and a constant.

2.5.2 Identification of Inner Production Function for Energy

The energy production function in equation (2.2) can be rewritten by factoring out the produc-

tivity of a fuel that plants always use, such as electricity, and redefining the productivity of all

other fuels relative to electricity, &ﬁ, =

Ey= wei,( > (&fit%)T)M (2.12)

feFu

At this point, I have an estimate of the quantity and price of energy, (E;, p £,) from the previous
step, fuel quantities, {e;;} rer,, and fuel prices: pg. = SE—E[’, {prir = %} rer,,- 1 show how to recover
the elasticity of substitution A and all productivity terms ;. To do so, I rely on optimality
conditions from the energy cost-minimization problem coupled with a Markovian assumption

on electricity productivity. This effectively combines the dynamic panel approach of Blundell



Chapter 2 — Balancing Production and Carbon Emissions with Fuel Substitution 23

and Bond (1998, 2000) with the method proposed by Zhang (2019). As a reminder, the energy

cost-minimization problem of the plant is as follows:

A
-1 -

min Z pruesi st Ep= weit( Z (&ﬁj%)/)/{l

e ez, =

Relative first-order conditions identify the relative productivity of fuel f as a function of ob-

servables up to parameter values:

G = (Pfiz)fﬁ(@),l_l f (2.13)

Peit €eit €

The intuition underlying equation (2.13) is that relative fuel productivities equate relative fuel
Prit
Peit

tions by substituting back the implied relative fuel productivity terms (2.13) into the energy

LAzl 1 . o .
prices to relative marginal products =¥ (%)* I then exploit these optimality condi-

production function (2.12) and rearranging:

A4

i wa-,( > Si) (2.14)

feFu Seit

Where s¢; = pyriesir 1 spending on fuel f. The intuition underlying equation 2.14 is fairly
straightforward. The left-hand side is the value added of an additional unit of electricity in
terms of energy. In contrast, the right-hand side is the contribution of electricity productivity and
relative spending on other fuels to that value added. Naturally, higher electricity productivity
increases the value added of electricity, and higher spending on other fuels also increases the

quantity of energy produced for a given unit of electricity.

The only unobservable left in the energy production function is the productivity of electricity,
which is correlated with current period quantities and spending on fuels since it is assumed to be

known to plants when choosing fuel quantities. To deal with this issue, I assume that electricity
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productivity follows an AR(1) Markov process with year and plant-fixed effects.!* Moreover, 1

allow for plant-specific fixed effects in the productivity of electricity ,u‘f"”

InWoir = (1= py Y + e + 1) + 1 = py iy + Py, InYoir-1 + €' (2.15)

I then take the log of equation (2.14) and use the Markov process above to get an estimating

equation:

2 . ~ - A Sfir S fir-1 * .
lnE,-,—lneei, = Ft +pl/,e(ll'1E,'t_1 —lnee,-,_l)+ m(ll’l Z —_— _plﬂe In Z ‘ ) +,l.ll- +6it

(2.16)

Where I';, = pgg(l - py,) + 1= p%,u;p_”l is a year fixed-effect and y = (1 — py, )u;* is the

normalized plant fixed effect. Since €,° is a shock to the productivity of electricity at time 7, it

is uncorrelated with choices made at time ¢ — 1:

E(ey | Tum1) =0

There are two main endogeneity concerns in this model. First, the lagged value added of elec-
tricity and the lagged relative spending on other fuels are correlated with the plant fixed effect
u, which biases the persistence of electricity productivity py,. This is the standard concern in
the dynamic panel literature. Second, contemporaneous relative spending on other fuels is cor-
related with both the fixed effect u; and the innovation term elf to electricity productivity, which
biases the estimate of the elasticity of substitution A. Blundell and Bond (1998, 2000), and many
others show that these concerns can be addressed with properly specified moment conditions. |
use the system GMM approach, which combines both level and difference moment conditions

as follows:

3The choice of these modified AR(1) processes, where the mean is normalized by the persistence, are standard
in the dynamic panel literature with short panels (Blundell and Bond, 2023). It ensures that the average of each
state variable observed in the data corresponds to the unconditional average of this process. This means that even
though the model is estimated from a short panel (between 2 and 8 years), forward simulations multiple years
ahead will match the support of the data. It is equivalent to the assumption that the residuals of the productivity
distribution follow an AR(1) process rather than electricity productivity itself.
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E(AX; -1 (1} + €)= 0
E(X;-1A€,) = 0

Sfir—1
Seir—1

For X;,—; € {In E,-,,_l —Iné, ;1,10 Yger } and likewise for AX;,_;. Moreover, these mo-
ment conditions yield a consistent estimate of the elasticity of substitution A under the assump-
tion that shocks affecting relative fuel spending are persistent. This assumption is consistent
with many geopolitical shocks persistently affecting fuel prices in the market. Lastly, 1 get

standard errors on the elasticity of substitution using the delta method.

2.6 Identification and Estimation of Fixed Fuel Switching Costs

Each plant has access to a set of fuels ¥, and is considering all alternative fuel sets for the next
period: ¥’ = ¥+ € F = {oe,oge,oce,ogce}. Since all state variables s; are assumed to follow
a Markovian process, I start from the recursive formulation of the problem. The plant chooses

a fuel set next period ¥ to maximize the net present value of lifetime profits:

V(i €. Fi) = max {n(si Fi) e = KT | For$i0l |0 + i + BEV (Si- €001 F) | 51}
(2.17)

Where the fuel set switching cost function, K(¥" | F;, si;), was defined in Table 2.5. It is a
function of productivity z; and access to natural gas pipelines. o is a parameter that maps units
of profits (dollars) to units of the fixed cost shocks."* From now on, I define the parameters
governing the switching cost function 8; = {1, Ke0, K, Vg1, Y40, Ye} for coal ¢ and gas g, and 6,
the parameters underlying the evolution of state variables. I use «,; to denote the fixed cost of
adding natural gas for plants located in a district near the pipeline network and k.o for plants
located in a district that isn’t immediately adjacent to the pipeline network, and likewise for
salvage values. I make the assumption that cost shocks are iid and come from a standardized
Type 1 Extreme value e7; ~ Gumbel(0,1). This allows me to analytically integrate these
shocks and work with the expected value function, W(s;;, Fi;) = E(V(sy, €1, Fir)):

14 An equivalent approach would be to map units of the fixed cost shocks to units of profits (dollars). Once o is
known, I can always switch between dollars and units of the Gumbel distribution.
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W(sis, Fir) =y + ln( Z eXp(ﬂ(Siz, Fi)loe = K(F' | Firs si)| e + B f W(Sits1, F)f (Sire1 | Sie)dSiren ))
F'eF

Ugr (Sit,(]:it)

Where y ~ 0.5772 is the Euler—-Mascheroni constant and v# (s, ;) is the choice-specific
value function. Then, the probability of choosing fuel F” has a logit formulation, simplifying
the likelithood. Note that this probability is implicitly a function of both 6; and 6#,. Next, I

discuss the evolution of each state variable.

exP(U‘F'(Siz, Firs 01, 92))

P”(T/ | Firs Sirs 01,6>) =
2 FeF EXP (UT(Sin Fir 61, 92))

Plants take expectation over all productivity terms, fuel prices, and material prices, which I
separate into two categories. Non-selected state variables, which I observe for every plant in
every year (Wir, Weirs Pors Peits Zit» Pmir), and selected state variables, which I only observe when
plants are using the relevant fuel (Wcir, Wi, Peir> Poir)- 1 assume that plants do not take expectation
over the rental rate of capital and aggregate wages to reduce the computational burden of this

problem.

2.6.1 Evolution of State Variables

All state variables follow a persistent AR(1) process with time (#) and region (r) fixed effects.
To reduce the state space, I assume that the persistence for fuel prices and productivity is the
same p,. = p,, = py. This assumption allows me to define fuel productivity over prices as a
single state variable, which always enters together in plants’ profit function py; /i s;; through
the energy price index. I allow for systematic differences in the productivity/price of each fuel

across plants, ylf , which I call fuel comparative advantage. V f,

E[InWfirsi/prist) | Tu = (= p )@ + w1 + 1] + )+ prIn@si/ pr) (2.18)

In this context, A positive (log) fuel price shock is isomorphic to a negative (log) fuel produc-

tivity shock and vice versa. The region dummies ,uf (Northern, North-East, Eastern, Center,
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Western, Southern) capture the bulk of the spatial variation in fuel prices and technology. I also
assume a similar process for hicks-neutral productivity In z;; and for the (log) price of materials
In p,.i;. These two state variables and the price/productivity of oil and electricity were recov-
ered in previous sections for all plants in all years. As such, these Markovian processes can
be estimated directly using the system GMM approach of Blundell and Bond (2000). Follow-
ing Bonhomme and Manresa (2015), I reduce the dimension of oil and electricity comparative
advantages ,u*l.f by grouping plants into clusters of unobserved heterogeneity using K-means

clustering.

However, not every plant uses gas and coal. When plants are not using gas or coal in year f,
the price/productivity process starts at the initial condition (equivalent to ¢ = 0), and plants take

expectation over idiosyncratic shocks. VY f € {coal, gas}:

E[InWfirsi/prist) | f & Ful = )+l +pd + !

Estimating the distribution of plant-specific comparative advantages for coal and gas only from
plants that currently use gas or coal is likely to be biased due to selection. Recovering the
distribution of ,u{ from selected plants may not reflect the distribution across all plants, which
would bias fixed cost estimates. In the next section, I show how to recover the distribution
of these fuel comparative advantages for plants that are not currently using gas or coal jointly
with fixed costs following the approach of Arcidiacono and Jones (2003). Using this approach, I
recover the distribution of fuel comparative advantages that is most likely to rationalize observed
fuel set choices under the assumption that plants know their comparative advantage and use that
information to make decisions. Lastly, I allow all shocks to state variables to be arbitrarily
correlated in a multivariate normal distribution with mean zero and a positive semi-definite

covariance matrix X. I discretize the entire state space following Farmer and Akira Toda (2017).

g —
(637 65’ eit’ 6;’ €its Emit) = Gt ~ N(O’ Z)

2.6.2 Identification of Fixed Costs and Fuel Comparative Advantages

To learn about the extent to which the distribution of comparative advantage for natural gas and
coal is selected, I follow the algorithm proposed by Arcidiacono and Jones (2003). I assume

that the distribution of comparative advantages comes from finite mixtures with K = 3 points
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of support for each fuel. I parameterize the initial guess of the mean and variance of the finite

mixture to the mean and variance of the empirical (selected) distribution (i, 5‘3 f):
K K
0 _ = ~ 20 _ 2
Z e = M Z(,ufk —fp) Ty = Oy,
k k

Where ﬂ?ck = Pr(ug) is the unconditional probability of being type k, where types refer to
support points of the fuel comparative advantage distribution, and }; ﬂ?ck = 1. In this context,
external estimation of parameters governing the distribution of random effects from a selected
sample of plants that use these fuels leads to biased estimates of fi,, fi., &ig, 5'}2‘[,. Indeed, plants
with a larger comparative advantage for coal are more likely to use coal, and likewise for gas.
Thus, I expect to get upward biases in both the mean of coal and gas. Using the law of total
probability, I can integrate the unconditional distribution of comparative advantages using the
full information (log) likelihood. Assuming there is only one finite mixture over both coal
and gas for notation convenience, and where the distribution of comparative advantages are

independent across fuels such that 7, € II = vec(Il, ® I1.), where m;, € I1, and m;. € I1.:

n

T
+ Z In f(sif | sit-1562)

i=1 t=1

n T
InL(F,5161,6:) = > In [ > nk[ [ 1Pr(Fieer | Foo sieo s = 113 61, 602)
k

i=1 t=1

(2.19)

In particular, the likelihood in (2.19) assumes that the state transitions are independent of the
distribution of comparative advantages for coal and gas.'> This is possible if the parameter es-
timates @, are unbiased from selected data. Initially, the true probability weights m; over the
support of the finite mixture are unknown due to selection, but Arcidiacono and Jones (2003),
Arcidiacono and Miller (2011) provides a method to recover the unselected distribution by
sequentially iterating over the fixed costs to maximize the likelihood and updating the proba-
bility weights #}, 7}, 77, ... using an EM algorithm. Following Bayes’ law, one can show that
the solution to this maximum likelihood problem is the same as the solution to a sequential
EM algorithm that uses the posterior conditional probabilities that plant i is of type k given all

observables, including choices made:

5This assumption isn’t necessary, but it simplifies the computation of the model in the presence of these com-
parative advantages.
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n T
0, = arg malen[zﬂk[ l_[ Pr(Firer | Fies Sies i = /Jk§91,92)”
% =1

01,62, i=1

Zp(ﬂk | Fi, 81301, 00, R In PH(F i1 | Firs Sits i = i 01, 65)
T

Where 7; is the sequence of fuel set choices I observe establishment i making. Using Bayes’
rule, the conditional probability that plant i is of type k is given by the current guess of the
unconditional probability 7, weighted by the probability that the plant makes the observed se-

quence of fuel set choices conditional being type k:

N (Fi=7)
x| [zt | Tger [Pr(ﬁt | Sig, i = ,le§91,92)]

o | Fi, 8i5601,00, 7)) = (2.20)
. T I(F=F)
2k ﬂk[ H;:l H‘FQIF [P’”((int | i, i = ,Uk;91,92)]

The idea underlying the EM algorithm is to iteratively estimate fixed cost parameters 6, given
some guess of the distribution of comparative advantages {m;}; — M step, draw new compar-
ative advantages using Baye’s law from (2.20), which are used to update the unconditional
distribution of comparative — E step, and repeat this procedure until the likelihood in (2.19) is

minimized. Details of the algorithm can be found in Appendix C.3.

2.7 Estimation Results — Steel Manufacturing

Outer Production Function Estimation Results

Estimates of the outer production function parameters can be found in Table 2.6. The average
output and revenue elasticities with respect to intermediate materials are much larger than those
with respect to other inputs and are consistent with the literature (Doraszelski and Jaumandreu,
2013, 2018, Gandhi et al., 2020, Grieco et al., 2016). This is primarily due to the importance
of iron ore in steel production. Average output and revenue elasticities are considerably larger
for energy than labor and capital due to the large quantities of fuels required to produce steel.
The estimated demand elasticity is also consistent with estimates by Zhang (2019), who finds
a demand elasticity of around 4 in the Chinese Steel industry. Using these estimates, I can

construct estimates of the price pz, and quantity of the energy bundle for each plant E; from
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the relation first-order conditions in equation 2.8, which I use to estimate the energy production

function.
Production and Demand . Average Revenue
Average Output Elasticities L
Parameters Elasticities
Elasticity of substitution & 1.80 Labor 0.040 0.030
[1.374,3.054] [0.037,0.048] [0.029,0.030]
. 1.23 . 0.023 0.017
Returns to scale 7 Capital
[1.137,1.444] [0.014,0.035] [0.010,0.025]
Elasticity of demand p 384 Materials 1.008 0.745
[2.695,4.914] [0.935,1.185] [0.741,0.749]
. . ~ 0.63 0.155 0.115
Elasticity of outside good 6\ .o, 6531 EPCT8Y 0 1440.152) [0.113,0.117]
Observations 8,547

Bootstrap 95% confidence interval in brackets (499 reps)

Table 2.6: Estimates of Outer Production Function

Notes: The average output (revenue) elasticities are defined as the average of the individual output (revenue)
elasticity, where the output elasticity is %’I% for yi; € {Yi, Ry} and xj;; € {Ly, Ky, My, Ejf}

Energy production function estimation results

Steel
Elasticity of substitution A 2.224%
(0.231)
Persistence of electricity productivity py, 0.649™*
(0.118)

Observations 3,459

Standard errors in parentheses

*p<0.1," p <005, p<0.0L,** p<0.00l

Table 2.7: Estimates of Energy Production Function

Notes: I use the delta method to recover the standard error of A where 6, = (1 — 1)6-,. Moreover, the number of
observations in the energy production function (3,459) is lower than in the outer production function (8,547). This
is because the method to estimate the energy production function constructs moments that require at least 3 years
of observation per plant to yield consistent estimates (Blundell and Bond, 1998, 2000).

Turning to the energy production function, results indicate that the elasticity of substitution be-

tween fuels A is larger than the elasticity of substitution between energy and non-energy inputs

¢ from Table 2.6. This is important because the larger the elasticity of substitution between

fuels, the larger the aggregate gains from carbon taxation (Acemoglu, Aghion, Bursztyn and

Hemous, 2012). More substitution possibilities mean more emission reduction can be achieved

by substituting away from polluting fuels rather than by reducing output, which is a key trade-
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off in evaluating carbon policy. Next, I construct estimates of the fuel-specific productivity for

each plant in each year i i and discuss its implications.
Heterogeneity in fuel productivity across fuel sets

Results are summarized in Figure 2.9. There are a few takeaways. First, electricity is by far
the most productive fuel, averaging between two and three times the productivity of other fuels.
When comparing coal and natural gas, one mmBtu of coal is, on average, 30% more productive
than one mmBtu of gas. However, this gap expands to 185% when looking at productivity per
dollar because coal is significantly cheaper — averaging one-fifth of the price of natural gas.

This can explain the prevalence of coal in the Indian steel industry.
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Figure 2.7: Mean (Log) Fuel Productivity Among Plants Using Different Fuel Sets

Notes: The figure is created by taking the sample average of the estimated log productivity for all four fuels by fuel
sets. Fuel set labels are created as follows: oe = oil and electricity, oge = oil, gas, and electricity. oce = oil, coal,
and electricity. ogce = oil, gas, coal, and electricity. I divide by the geometric mean of fuel quantities e, because
fuel productivity is originally in normalized units due to the normalization in estimation.

Estimation of Fixed Costs

Fixed cost estimates are reported in Table 2.8. These estimates encompass the tangible expenses
related to new fuel-burning technologies and intangible costs associated with fuel adoption.
This includes logistical challenges, new contractual agreements for transportation and storage,
as well as potential opportunity costs from diverting labor away from production. These costs

are substantial, ranging from 28 to 40 million dollars, and align well with the upper echelon of
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existing accounting estimates.'®

Fixed Costs  Salvage Values
(Million USD) (Million USD)

Pipeline Access 28.83
Natural Gas No Pipeline Access 40.46 15.12
Coal 28.82 8.33
Total Factor Productivity (100 % increase) 0.82 0.25
Observations 2,393

Table 2.8: Estimates of Fuel Set Fixed Costs and Salvage Values

Notes: This table shows the fixed cost and salvage value estimates for each fuel in million U.S. dollars. For natural
gas, these costs vary based on whether plants are in a district with access to a natural gas pipeline. The parameter
in front of “Total Factor Productivity” is the effect of doubling productivity on the fixed costs and salvage values
of any fuel and is meant to capture how these costs vary with plant size. The sample size is lower than the
energy production function because I removed the last year of observation since I don’t observe subsequent fuel
set choices.

Coal adoption tends to be 30% cheaper than gas adoption. Moreover, plants without access
to high-pressure natural gas pipelines incur 40% higher adoption costs due to the need for
alternative transportation methods, such as liquefied natural gas (LNG), which can be costly.
This effect of pipeline accessibility is consistent with findings from Scott (2021) in his study of
U.S. power plants. The observed salvage values for coal and natural gas are significantly lower,
ranging from 57% to 71% below the fixed costs. While fixed costs are nominally very large,
the role of plant size is relatively small, as raising productivity by 1% only leads to an $8, 200
increase in fixed costs and a $2, 500 increase in salvage values. Importantly, the combination
of substantial fixed costs and relatively low salvage values likely contributes to situations of

technology lock-in, which I discuss in the next section.

2.7.1 Selection Bias in Fuel Productivity — Evidence of Technology Lock-

m

The problem of technology lock-in is pervasive, as the Indian Ministry of Steel reports that

inefficient plants face difficulties in transitioning out of old technologies:

“The higher rate of energy consumption is mainly due to obsolete technologies

1oWhile recent comprehensive accounting estimates of switching costs are hard to find, a single electric arc
furnace may cost between a few hundred thousand dollars and a few million dollars (Source: Alibaba’s list-
ings https://www.alibaba.com/product-detail /WONDERY-Custom-Made-Siemens-PLC-Industrial_
1600732474634 .html), whereas switching from pig iron, typically produced with a coal-powered blast furnace,
to direct reduced iron, typically produced with gas-powered oxygen furnaces would historically cost upwards of
USD 70 millions Miller (1976).


https://www.alibaba.com/product-detail/WONDERY-Custom-Made-Siemens-PLC-Industrial_1600732474634.html
https://www.alibaba.com/product-detail/WONDERY-Custom-Made-Siemens-PLC-Industrial_1600732474634.html
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including problems in retrofitting modern technologies in old plants, old shop floor

& operating practices” Indian Ministry of Steel (2023)

To understand factors that prevent this transition, I revisit the distribution of fuel productivity by
considering selection bias in the distribution of fuel comparative advantages. I find significant
evidence of selection bias for both coal and natural gas. Indeed, plants that do not use natural
gas would be 30% less productive at using natural gas than plants that do, whereas this effect
goes up to 80% for coal. Combined with high fixed costs, this productivity gap undermines
switching from coal to natural gas and exacerbates technology lock-in. This is because plants
that do not currently use natural gas have less to gain from paying the fixed costs, whereas plants

that currently use coal have little to gain from dropping coal.

e Natural Gas 4 Coal
Natural Gas (Counterfactual) Coal (Counterfactual) %

|
|
254 l }
|
a1 l l }
1 1 I
i I
1

(log) fuel productivity

% 1

-3.5
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Figure 2.8: Distribution of Fuel Productivity — Including Counterfactual Fuel Sets

Notes: This figure shows the distribution of fuel productivity per mmBtu (Ins;; /e ) with 95% confidence intervals
for coal and natural gas and includes counterfactual productivity for plants with fuel sets that exclude gas and/or
coal. The distribution of fuel productivity for counterfactual fuel sets was computed by simulating draws from
the estimated distribution of unobserved heterogeneity (comparative advantages) in the dynamic discrete choice
model, using the conditional probability distribution p(wy | 7, si; @1 s @2, 7).

I further strengthen this argument by showing that plants with more fuel tend to face a lower
marginal cost of energy in Table 2.9. This difference is largely explained by existing variation
in fuel productivity rather than the additional substitution margin that a new fuel provides. In
such a context, plants have little incentive to pay the large fixed costs required to add natural

gas.

Spatial differences also explain much of the technological lock-in in the industry. As discussed
previously with Figure 2.1, many plants using large coal-powered blast furnaces are located in
the “Steel Belt” near coal and iron ore mines, as part of Eastern India. At the same time, the
natural gas pipeline network is developed in Western India but undedeveloped in Eastern India.
While Table 2.8 showed that the direct cost of natural gas increases by 50% without pipeline
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OCE OGE OGCE
Total Difference  Percent (%) Difference with OE -65.65 -71.54 -86.97

Option Value 36.14 542 6.3
Fuel Productivity Percent (%) of Total 62.6 9775 94.84
Fuel Prices 1.25 -3.18 -1.14

Table 2.9: Shapley Decomposition — Difference in Average Marginal Cost of Energy Between
Fuel Sets

Notes: I compare the observed differences in the average (across plants) marginal cost of realized energy between
plants who use coal and/or gas on top of oil and electricity (oce, oge, ogce) relative to plants who only use oil and
electricity (oe).

access, Figure 2.9 suggests that the opportunity cost for large coal users in Eastern India would

also be very large due to their high comparative advantage at using coal relative to other fuels.

No Data No Data

(a) Coal (b) Natural Gas

Figure 2.9: Spatial Distribution of Estimated Fuel Productivity

Notes: The figures plot the distribution of productivity for coal and natural gas across Indian States. Each shade
corresponds to a quantile. Darker shades of red are regions where plants are more productive at using the given
fuel.

Model fit

Overall, the estimates of switching costs allow the model to predict quite well the empirical
distribution of fuel set choices and the observed transition patterns between fuel sets. The
model does slightly worse at predicting the transitions for plants that start with all four fuels
because it only represents 8% of the sample. The blue bars (model) are constructed in all
figures below by adding the predicted probability that each plant uses each fuel set, integrated

over the conditional distribution of comparative advantages.
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Figure 2.10: Unconditional Distribution of Fuel Sets, Model vs. Data (N = 2,393)
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Furthermore, I look at the relationship between plant size (proxied by Hicks-neutral productiv-
ity) and fuel switching and find a positive relationship between the probability that a plant adds
a new fuel at 7 + 1 and its productivity at #, both in the data and the model. See Figure 2.12.

.25

® Data (with 95% CI) ¢ Model °

Probability of adding a fuel at t+1

-15 -1 -5 0
Residualized (log) Hicks-neutral productivity at t

Figure 2.12: Adding a Fuel at 7 + 1 Against Hicks-Neutral Productivity at T

This figure is a binned scatter plot projecting fuel switching ¢ + 1 against Hicks-neutral productivity at ¢. For the
data, I make a linear projection of whether plants added a fuel between ¢ and 7 + 1 against productivity. I do the
same for the model, replacing choices made by the predicted choice probability. I control for both year fixed effects
and input prices in the model and in the data.

2.8 Externality Mitigation Policies

In this section, I study the effectiveness of various policies in mitigating externality damages
from fuel combustion to improve social welfare. 1 detail how externality damages are con-
structed and perform two counterfactual policy experiments. First, I quantify the trade-off be-
tween emission reduction and output for various levels of fossil fuel taxes, where the tax rate
is proportional to each fuel’s emission intensity (carbon tax). I compare this trade-oftf with an
economy without heterogeneity in fuel productivity. Second, I discuss the pervasiveness of
technology lock-in in this economy and evaluate a potential solution that uses proceeds from

the carbon tax to finance a subsidy that reduces the fixed cost of natural gas adoption.

Externality Damages

Externality comes from the release of pollutants in the air by the combustion of fuels. All pollu-
tants are converted into carbon dioxide equivalent (CO,,) using standard scientific calculations
from the U.S. EPA. Then, each unit of fuel f’s potential energy contributes to contemporaneous

greenhouse gas emissions as follows: 1 mmBtu of ey releases y, short tons of CO,,.. vy are
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fuel-specific emission intensities calculated using the global warming potential (GWP) method
detailed in Appendix A.2. For example, 1 mmBtu of coal releases roughly twice as much carbon
dioxide equivalent in the air as 1 mmBtu of natural gas Z—g ~ 2. Fuel-specific emission intensities

define the relative tax rate between different fuels. See table 2.10.

Average Price  Emission Factor

Fuel (Rupees)  (Kg CO»/mmBtu)
Coal 262 100
Oil 665 82
Electricity 1,681 65
Natural Gas 1,307 60

Table 2.10: Example of Average Fuel Prices With and Without Carbon Tax

Notes: These prices are averaged across all sample years. At the baseline, they reflect the average prices that plants
pay for each fuel within a year. Natural gas is slightly less polluting than electricity. This is because the vast
majority of Indian electricity is generated with either coal or renewables such as hydro.

Since the carbon tax is a per-unit tax on fossil fuels ps;, + 7, I separate the evolution of fuel
prices/productivity of Equation 2.18 into two separate processes: one for prices and one for pro-
ductivity separately. In practice, from the discrete grid that forms the Markov chain describing
the evolution of fuel price/productivity, I construct two separate grids, one for prices and another
for productivity. Grid points are found by matching moments of the discrete Markov chain for
fuel prices and productivity with moments from observed fuel prices in the data and estimated
fuel productivity. Details can be found in Appendix D.1. Intuitively, this is akin to decomposing

the shocks to fuel prices/productivity into a shock to fuel prices and a fuel productivity shock.

2.8.1 The Equimarginal Principle With Multidimensional Heterogeneity

While both multidimensional heterogeneity in fuel productivity and dynamic fuel switching
complicate the graphical analysis of the equilibrium under a carbon tax, the equimarginal prin-
ciple still holds. A carbon tax levied on fossil fuels not only equalizes marginal abatement
costs (expressed in forgone profit) across plants, it also equalizes marginal abatement costs
across fuels within a plant. This can be seen by rearranging first-order conditions of the

plant’s static profit maximization, where the carbon tax 7 is levied on firms’ total emissions

COZe,it = Zfe‘}‘—'l-, Yr€rir

Y ,
[ den (P(Yi) + YiP' (V) - pfn] lyp=1 VfeF (2.21)
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The left-hand side is plant i’s marginal cost of abating one ton of CO,, using fuel f (in terms
of forgone profits), whereas the right-hand side is the carbon tax rate. This equation is key be-
cause it provides a microfoundation for marginal abatement costs. In this highly heterogeneous
context, firms have multiple ways to equalize their marginal abatement costs. In the short run,
they can vary the quantity of each fuel in their set or their output. In the long run, they can pay
fixed switching costs to adopt new fuels or drop existing ones. Critically, because fuel marginal
products ge—yf"” vary across fuels and across plants, plants will make different decisions to equal-
ize their marginal abatement costs. This is the benefit of a market-based policy. Despite facing
the same tax schedule, plants may be more or less targeted by the tax based on input prices
they face, their fuel sets, how productive they are overall, and how productive they are at using

different fuels.

2.8.2 Carbon Tax and the Trade-off Between Output and Emission Re-

duction

In Figure 2.13, 1 trace the trade-off between output and emission reduction for various carbon
tax rates. Each point on the curve corresponds to a different level of the carbon tax, and together,
they form a production frontier in output and emission reduction. I simulate the economy with
and without the carbon tax for 40 years starting from 2016 and look at the net present value
(NPV) of outcomes along the entire path. For X = {aggregate output, aggregate emissions} and

a given carbon tax rate T:

1 S 40
BX@) ~ ¢ ) ) BXu(®)
s=1

t=0

As the level of the tax approaches zero, the model converges to the no-tax economy with 100%
of output and 0% of emission reduction. As the tax level increases, emissions decrease but so
does aggregate output. The production frontier is concave because of the increasing marginal
cost of reducing aggregate emissions, consistent with previous findings by Fowlie et al. (2016).
Fuel substitution (and more generally input substitution) is more effective initially, where much
emission reduction can be achieved by substituting coal with cleaner fuels such as natural gas
and electricity. However, as the carbon tax rate increases, more emission reduction comes at
the cost of plants scaling down their operation, decreasing aggregate output because marginal

plants have already substituted cleaner fuels for dirtier fuels.
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Figure 2.13: Production Frontier in Output and Emission Reduction for Various Carbon Tax
Rates

Notes: This production frontier was constructed by simulating the economy under 21 different carbon tax levels,
ranging from O (no tax) to approximately infinity. Linear interpolation is assumed for the trade-off between each
tax level. As the level of the tax approaches infinity, the aggregate output does not reach 0. This is a feature of the
CES production function. Indeed, as fuel prices are extremely high, fuel consumption approaches zero, but plants
always use some positive amount of fuel.

The Role of Heterogeneity in Fuel Productivity — Intensive Margin

I compare in Figure 2.14 what happens when removing heterogeneity in fuel productivity from
the economy to highlight its role in the trade-off. To do so, I re-estimate an energy production
function in which plants have heterogeneous energy productivity ¢;, but have the same average
fuel productivity. Details on the estimation of this production function are in Appendix D.3, and
follow the dynamic panel approach, similar to the energy production function with heterogene-
ity in fuel productivity. Estimating this production function matches average fuel quantities and

aggregate emissions levels but misses the heterogeneity in fuel shares across plants.

A

o1\ T
E; = wEit( Z ﬁfef?, )

feFu

The blue production frontier in figure 2.14 corresponds to this economy and shrinks inwards
compared to the baseline economy. The restricted economy operates at 88% of no-tax output
when reducing emissions by 50%, with an implied elasticity between emission reduction and
output of 4.17 — compared to 93.5% of no-tax output in the flexible economy, with an implied

elasticity of 7.7. Allowing for heterogeneity in fuel productivity diminishes how much output
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Figure 2.14: Comparison of Trade-off Across Model Specification

Notes: This production frontier highlights the role of the intensive margin only. It compares the trade-off across
contemporaneous taxes, excluding forward simulations and switching between fuel sets (extensive margin). The
comparison of trade-offs is the same when allowing for the extensive margin to adjust in a forward simulation
because heterogeneity in fuel productivity affects contemporaneous reallocation across plants.

must decrease to achieve any reduction in emissions because it increases the aggregate elasticity
of substitution between fuels by reallocating output from dirty to clean plants. Two channels

explain this reallocation.

First, conditional on fuel prices and fuel sets, the elasticity of the marginal cost of energy with
respect to relative fuel prices is not constant across plants. For example, as the price of coal
increases relative to the price of gas, plants that are more productive at using coal relative to gas
face a larger percentage increase in their cost of energy. This is because larger coal productivity
induces specialization in coal, making them more exposed to the relative price increase, as long
as fuels are gross substitutes 4 > 1. Since the carbon tax effectively increases the relative price
of polluting fuels, plants that are more productive at using polluting fuels are especially hurt by
the carbon tax. To see this, let p.;; = pei:/ p.ir be the price of coal relative to gas and likewise for

relative fuel productivity Weir = Wit/ Vit Then,

RN
dln pg, _ (PCi’/wCit) _ Pcit€cir
Inp.. N O
d1n pei 2 feF (Pfit/lﬁfiz) Lseri Pfiufi

(2.22)

Under cost-minimization, the elasticity of the marginal cost of energy with respect to the relative
price of any fuel (e.g., coal relative to gas) is just the plant-specific spending share of that fuel

relative to all fuels. This is an application of the Envelope Theorem. Details in Appendix
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D.3. Most importantly, this elasticity is increasing in relative fuel productivity. This means that
conditional on fuel prices and fuel set, plants that are more productive at using coal spend more

on coal and are more sensitive to relative changes in the price of coal:

#npg, @-D fﬁzﬁiﬁﬂ[ Y rerne (Pruld fit)]

———— = —— 5 if 1>1
OIn PO iy (X rer (Pril ¥ £i)' ™)

In contrast, in the economy without fuel-specific productivity, the elasticity of the price of

energy with respect to relative fuel prices is constant up to fuel prices and fuel sets.

Second, this heterogeneous increase in marginal energy costs makes polluting plants less com-
petitive than cleaner plants, consistent with the aggregation result by Oberfield and Raval
(2021). The tax thus induces a reallocation of output from more polluting to less polluting
plants, which increases aggregate fuel substitution and diminishes how much aggregate output

t'7. Moreover, this reallocation channel

must be reduced to achieve any emission reduction targe
is a function of the elasticity of demand and returns to scale. Indeed, as the elasticity of demand
increases and different output varieties become more substitutable with each other, any variation
in relative marginal costs across plants will lead to a larger reallocation of output. In Appendix
D.5, I confirm this intuition by showing that the difference between both production frontiers
expands as the elasticity of demand increases. In summary, not allowing for this rich hetero-
geneity between fuel productivity shuts down the reallocation of output from high-emission to

low-emission plants and decreases the effectiveness of a carbon tax.

This result can be summarized in Figure 2.15, where I decompose emissions reduction along
different levels of the carbon tax. Following the decomposition method proposed by Levinson
(2015), I decompose emissions reduction into a technique, composition, and scale effect. The
technique effect corresponds to plant-level fuel substitution, whereas the composition effect
corresponds to output reallocation across firms, and the scale effect corresponds to variation in

aggregate output.

Relative to a model in which all fuels are equally productive, I find that a much larger por-
tion of emissions reduction comes from output reallocation and much less from plant-level fuel

substitution when allowing for heterogeneity in fuel productivity. For a carbon tax of 40 USD

7Note that the correlation between fuel productivity and total factor productivity (TFP) also matters for this
result. Indeed, if plants more affected by the carbon tax were also initially more productive overall, this reallocation
effect may reduce aggregate TFP and aggregate output. However, I show in Appendix D.4 that the opposite is true.
Plants with higher fuel productivity tend to be less productive overall.
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Figure 2.15: Decomposition of Emissions Reduction Under Different Levels of Carbon Tax

Notes: This figure decomposes emissions reduction into three channels following the decomposition method of
Levinson (2015) for different levels of the carbon tax. While the level of the carbon tax is expressed in U.S. dollars,
they do not account for purchase power parity (PPP) differences between India and the United States. For example,
the 40 USD carbon tax is closer to 150 when accounting for PPP differences.

per ton of CO,, (equivalent to 150 USD when adjusted for purchasing power parity ). Het-
erogeneity in fuel productivity induces plants to specialize in different fuels, which then face a
higher opportunity cost for switching away from their most productive fuels. As a result, this
leads to technology lock-in (less fuel switching) and more variation in exposure to the tax (more

reallocation of output).

To benchmark this result with the literature, I do two exercises. First, I compare the aggregate
trade-off between output and emissions with Fowlie et al. (2016), who conduct similar policy
exercises for U.S. cement plants. Crucially, their interest margin is establishment entry/exit and
dynamic investments in output capacity. However, they do not allow for input substitution. I
show in Table 2.12 that a version of my model without input substitution yields an average
elasticity between emission reduction and output more than half as large as in the full model,
and closer to Fowlie et al. (2016).!8 Comparing this to the more flexible economy in which
plants can substitute at both margins in Figure 2.11 sheds light on the critical role that input

substitution plays in mitigating the loss of output for any emission reduction target.

Second, I show that heterogeneity in fuel productivity and inter-temporal switching between

fuel sets also serve as a cautionary tale for larger-scale climate models in which an aggregate

8Note that a gap remains and the production frontier is still concave without input substitution at the plant level.
This is for two reasons. First, even without input substitution, plants are differently affected by the tax based on
their fuel sets, which affects aggregate input substitution due to the reallocation of output across plants. Second,
the difference between the two elasticities is also attributed to the entry/exit margin in Fowlie et al. (2016), which
decreases output and emissions through plants exiting in the aftermath of carbon policy.
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production function in different fossil fuels is typically assumed as part of a larger integrated
assessment model (IAM). Such models study the relationship between climate change and eco-
nomic growth. For example, Golosov et al. (2014) and Miftakhova and Renoir (2021) postulate
an aggregate CES production for composite energy that combines different fuels. Such a pro-
duction function may understate the extent of fuel substitution as a response to policy because it
does not capture the reallocation mechanism induced by heterogeneity in fuel productivity and

the inter-temporal substitution between fuel sets.

Technology Lock-in — Ineffectiveness of Carbon Tax at the Extensive Margin

While a carbon tax can cost-effectively reduce emissions by affecting fuel substitution at the
intensive margin and reallocating output from high-emission to low-emission plants, its effect
on the transition from coal to natural gas at the extensive margin is more limited. Indeed, any
level of the carbon tax leads to a net decrease in the fraction of plants using coal or natural gas.
The reduction in coal is relatively small, as it would take a carbon tax that raises the price of
coal by 400% to incentivize a 10% decrease in the fraction of plants that use coal. Aside from
coal being initially cheap relative to other fuels, this effect is primarily due to the option value
that coal provides. Plants would rather reduce their coal consumption at the intensive margin

but keep the option of using coal for the additional substitution margin it provides.

The lack of natural gas adoption indicates that the carbon tax is ineffective at incentivizing
plants to overcome technology lock-in. This can be partially explained by a combination of
the facts that the carbon tax also raises the price of natural gas, fixed costs of adoption are
economically high — especially for plants away from the pipeline network, and plants who are

not currently using natural gas would be on average 30% less productive at using natural gas
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Figure 2.16: Natural Gas and Coal Take-up Across Levels of Carbon Tax

compared to those who already use it. In the next section, I explore the effectiveness of a subsidy

to incentivize natural gas take-up.

2.8.3 Alleviating Technology Lock-in - Combining the Carbon Tax With
Natural Gas Subsidy

To complement the carbon tax, I investigate how proceeds from the tax can be used to finance a
subsidy to the fixed cost of natural gas to alleviate technology lock-in and increase natural gas
take-up. Below, I show results for various permanent subsidies, ranging from 0% to 100% of
the average fixed cost of natural gas. I do these experiments jointly with a carbon tax. To choose
a representative social cost of carbon (SCC), I first set the social discount rate to 3% (5 = 0.97)
to match India’s average real interest rate during the sampled period. Then, following the most
recent estimates from the Inter-agency Working Group on the Social Cost of Carbon (IWG,
2021), I set the SCC to the 2020 estimates for a social discount rate of 3% at USD 51/:tCO,,.
This SCC corresponds to a mid-range estimate in the literature. In Figure 2.17, I show what
happens to carbon tax revenues/externality damages and total subsidy paid out as the subsidy

rate increases

First, up to 10% of the subsidy can be fully financed by a carbon tax in expectation. More
importantly, carbon tax revenues monotonically increase as the subsidy rate increases. I show
this more clearly in Figure 2.18, where I compare the evolution of the tax revenues with the

fraction of plants that use natural gas and coal.

These results are important. As the subsidy rate increases, more plants add natural gas, but the
fraction of plants that use coal remains almost the same. This isn’t surprising because coal is

still significantly cheaper than gas, and the salvage value of coal is much lower than gas. In
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Figure 2.17: Carbon Tax Revenue and Subsidy Paid Out Along Subsidy Rate

Notes: This figure was calculated by simulating the expected total tax revenues and subsidies paid to plants for
40 years. Note that carbon tax revenues correspond to externality damages since carbon tax rates on each fuel are
equal to marginal externality damages. As such, the evolution of the carbon tax revenues is indicative of emissions.
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Figure 2.18: Comparison of Selected Outcomes Along Subsidy Rate

Notes: Carbon tax revenues correspond to externality damages since relative fuel tax rates are equal to relative
fuel marginal externality damages. As such, the evolution of the carbon tax revenues is indicative of aggregate
emissions.

this context, it makes more sense for plants to keep coal for the option value it provides. These
results create two countervailing effects on carbon tax revenues/externality damages. On the
one hand, plants that add natural gas substitute away from more polluting fuels such as oil,
electricity, and coal. This substitution effect reduces tax revenues and externality damages. On
the other hand, as plants add natural gas, they have more fuels available, increasing their option
value and decreasing the price of energy. The net effect is a decrease in marginal production
costs and an increase in output, which increases all input demand. Thus, even with substitution
towards natural gas, the input demand for other fuels such as coal, oil, and electricity increases,

increasing tax revenues and externality damages. In Figure 2.20, I do a full Shapley decompo-
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sition of the change in tax revenues as the subsidy rate increases between these two channels.

Details of the Shapley decomposition can be found in Appendix D.2.
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Figure 2.20: Shapley Decomposition of Changes in Tax Revenues

Unsurprisingly, the scale effect dominates. From a welfare perspective, it is unclear whether the
subsidy is preferable to an economy with only a carbon tax. While both profits and consumer
surplus increase, this comes at the cost of more externality damages and considerable investment
subsidies, which could be allocated towards more profitable ventures. For this reason, I do a

formal welfare analysis of this policy in the next section.

Welfare Analysis of a 10% Subsidy

I choose to narrow the focus on a 10% subsidy because it can be fully financed by the carbon
tax, satisfying the government’s budget constraint. With such a policy, per-period welfare is
standard and features four components: consumer surplus, producer surplus, net government

revenues, and externality damages (Fowlie et al., 2016):

~——

consumer surplus  producer surplus  net gov. revenue

wl(t,s)= v(r,s) + Il(r,s) + G(1,5) - Z Z vresi(T, S)
Y - 7o

externality damages

Where consumer surplus is decreasing in the aggregate output price index P,. This is due to
quasi-linear aggregate utility: v,(7, s) = li_gP,(T, s)‘l%. As such, we can think of the remaining
three parts of this welfare function as shifting the aggregate income of the consumers if it

owns all plants and gets aggregate profits net of fixed costs, government revenues as lump-
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sum transfers, and suffers externality damages from pollution in dollars from the social cost of
carbon. To include a subsidy towards natural gas adoption, I assume that the subsidy is financed
by government revenue from the carbon tax and that every plant faces the same permanent
subsidy amount of s. In this context, producer surplus is the sum of total profits net of subsidized

fixed costs, and net government revenue is total tax revenues minus subsidy paid out.

N
M) = ) ( mlms) = > [KF' | Fi) - slgas € F'\ Fi)[l(Fi = F' | 7,5))
=1 yariable profits FreF subsidized fixed costs
N
Gr9) =3 (Y 1renur. )= Y. shgas € Four \ F)lFo1 = F' | 7.5))
i=1 / F'CF subsidy

tax revenue

Note that externality damages cancel out with tax revenue, and the subsidy cancels out because
itis a transfer from G(x, s) to I1(7, 5). As a result, period welfare is effectively equal to consumer

surplus plus variable profits minus total fixed costs:

N N
W)= vilms) Y mms) - (D KE N FlFin =F' |1,9)  (2.23)

j— 7 ’
consumer surplus i=1 ! 7 CF

variable profits total fixed costs

Total welfare is then defined as the net present value of expected period welfare. I approximate
total welfare by averaging multiple Monte-Carlo simulations of the economy (indexed by k)
over a 40-year horizon. Lastly, the subsidy rate of s was chosen to keep the expected net

government revenues weakly positive.

W(z,5) = Bo (D iz, ) Eo(G(7, 5)) = 0

t=0
1 40
¥ Z Zﬁ’wzk(f, s)
k=0

Below are the welfare results. In net, there is a small but positive welfare effect from the subsidy

relative to a regime with only a carbon tax, which means using carbon tax revenues to subsidize
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the adoption of natural gas is slightly better than rebating it as a lump sum transfer to consumers.
This welfare effect is explained by two countervailing effects. On one hand, variable profits and
consumer surplus increased by 19 and 13 million dollars, respectively. This is because more
plants add natural gas, but the fraction of plants using coal remains constant. This leads to a
decrease in the average price of energy, a decrease in average marginal costs, and a decrease in
output prices. Thus, more steel is produced at a lower cost, which benefits producers, and sold
at a lower price, which benefits consumers. On the other hand, there is an increase in externality
damages and an increase in total fixed costs paid in the economy by 10 and 31 million dollars,

respectively. While externality damages cancel out with tax revenue, total fixed costs do not.

Carbon Tax .
Carbon Tax +10% Subsidy Difference

Billion U.S Dollars Billion U.S Dollars Million U.S. Dollars

Total Welfare 63.415 63.417 1.18
Variable Profit 22.58 22.60 19.18
Consumer Surplus 22.21 22.22 13.62
Total Fixed Costs (Paid by plants + subsidy) -18.633 -18.601 31.61
Externality Damages/Tax Revenue 2.64 2.65 9.78

Table 2.13: Decomposition of Welfare Effects — Carbon Tax With and Without Subsidy

Notes: All welfare components are reported by their net present value (NPV) over a horizon of 40 years from the
last year of observation in the data (2016) with a social discount rate of 3%. Also, externality damages and tax
revenue cancel out in the welfare function. The subsidy also cancels out because it is simply a transfer from net
government revenue towards producer surplus. As a result, variable profits, consumer surplus, and total fixed costs
are the remaining components in the welfare function such that Welfare = ConsumerS urplus + VariableProfit —
TotalFixedCost

To understand how small the welfare effects are, I compare in Table 2.14 how much of the total
fixed costs are financed by the subsidy. While 2.7 billion dollars go towards adopting natural
gas, the fraction of plants that use natural gas only goes up by 20% from 0.18 to 0.24, while
variable profits and consumer surplus jointly increase by 31 million dollars. Hence, private

gains from the subsidy are only 1.1% of the policy’s cost.

Carbon Tax )
Carbon Tax +10% Subsidy Difference
Fraction of Gas Users 0.19 0.24 0.05
Total Subsidy paid (Billion U.S. Dollars) 0.0 2.793 2.793

Table 2.14: Total Subsidy paid

Notes: This table reports the long-run fraction of plants that use natural gas after the policy and the net present
value of the expected total subsidy paid to plants.
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There are a few reasons explaining this small effect. First, by virtue of being a universal subsidy,
the government effectively finances the adoption of natural gas for inframarginal plants that
would have still adopted natural gas in the absence of the subsidy. This can be seen from the
increase in total fixed costs paid in the economy by 31.61 million dollars in Table 2.13 after the
policy, which is considerably lower than the total amount paid by the subsidy (2.7 billion). In
practice, I find that over 90% of natural gas adopters are inframarginal. Second, plants at the
margin that are incentivized to adopt natural gas in the aftermath of the policy are, on average,
30% less productive at using natural gas than plants that already use natural gas. See Figure
2.8. At the same time, natural gas is, on average, less productive per dollar invested into it than

any other fuel. See Figure 2.15b.

This small welfare effect raises the question of whether the government could find more prof-
itable avenues to invest proceeds from the carbon tax to alleviate technology lock-in. For exam-
ple, it could invest in energy efficiency training programs to increase energy and fuel produc-
tivity or carbon capture technologies that reduce emissions ex-post. While outside the scope of

this paper, this is an interesting avenue for future research.

2.9 Conclusion

In conclusion, I develop a rich dynamic production model to study fuel substitution from man-
ufacturing establishments. It includes switching between fuel sets at a cost and heterogeneity in
fuel productivity. By combining various methods from the production function estimation and
the dynamic discrete choice literature, I show how this model can be estimated with a panel of
plant-level data that features output and input prices/quantities. I then apply this model to the
Indian Steel industry, which is high in energy and emission intensity due to the prevalence of
coal usage. I then perform various counterfactual policy experiments to reduce emissions at the
lowest cost possible, including a carbon tax and a carbon tax with a subsidy towards adopting

cleaner fuels.

Moreover, I show that novel features of this model have important quantitative implications
for the scope of these policies. Indeed, carbon taxation is much more targeted towards high-
emission plants than previously thought due to multiple layers of heterogeneity. As a re-
sult, high-emission plants become relatively less competitive, reallocating output towards low-
emission plants. This considerably reduces the overall economic cost of reducing emissions.
However, more than a carbon tax is needed to increase adoption of cleaner fuels such as natural
gas. For this reason, I show how proceeds from the carbon tax can be used to subsidize the fixed

cost of natural gas adoption. There is a small but positive welfare effect, unexpectedly through
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a larger private surplus (producer and consumer) at the expense of higher emissions. This is due
to the option value that an additional fuel provides, which lowers production costs. However,
the welfare effects of the subsidy are minor compared to its cost. Overall, these results high-
light the importance of producer heterogeneity and inter-temporal decisions when quantifying

the impact of carbon policy.
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Chapter 3

Asymmetric Carbon Pricing, Fuel

Substitution and Carbon Leakage

3.1 Introduction

Many countries are implementing regulations to combat pollution and its associated environ-
mental challenges. As a result, there is an increasing interest in assessing the effectiveness of
these policies in reducing pollution. The combustion of fossil fuels, a major contributor to pol-
lution, creates a negative externality through the emission of greenhouse gases that contribute
to global warming. Under Pigouvian theory, the optimal policy for addressing this externality
is a carbon tax equal to the marginal social damages of GHG emissions. Although many coun-
tries and regions have implemented carbon taxes, the limited jurisdictional scope of regulation
is such that even the most ambitious pollution reduction programs, such as the Kyoto Proto-
col and the Paris Agreement, are voluntary, and their effectiveness depends on the goodwill
of governments. In this context, there is a risk of “carbon leakage”, where emissions shift to

unregulated regions as a result of asymmetric regulation.

This risk of carbon leakage is particularly relevant in the context of manufacturing activity be-
cause firms are known to compete across regions (Smith and Ocampo, 2020). Moreover, man-
ufacturing activity contributes to 37% of global greenhouse gas emission (Worrell, Bernstein,

Roy, Price and Harnisch, 2009) and is one of the main targets of carbon taxes.

Concerns about carbon leakage are accentuated in the case of sub-national and even sub-union
regulation because production is more likely to shift across borders within a country/union

due to limited trade barriers. Moreover, while carbon leakage is by itself an interesting phe-
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nomenon, its presence biases empirical studies that estimate the direct effect of carbon taxes.
Indeed, the competitive nature of firms across regions makes it more difficult to exploit the
jurisdictional boundaries of policies as natural experiments to form counterfactuals because it
implies that the policy also treats unregulated firms. To use standard policy evaluation tools
such as Difference-in-Difference to recover the effect of a policy, one must then make strong

independence assumptions that rule out carbon leakage.

In this paper, I study carbon leakage in the context of the British Columbia (B.C.) and Quebec
carbon taxes implemented in 2007 and 2008, respectively. I build a model of monopolistic com-
petition with heterogeneous firms and multiple regions similar to Shapiro and Walker (2018) and
Aichele and Felbermayr (2015). In the model, a carbon tax increases regulated firms’ marginal
costs, making them less competitive than unregulated firms. The increase in marginal costs
depends on firms’ capacity to substitute cleaner fuels for dirty fuels, and the extent of carbon
leakage depends on how consumers are willing to substitute across firms. The model allows me
to study both the direct effects of the carbon tax in regulated regions and the leakage effect in
unregulated regions. Most importantly, I provide restrictions to quantify this model—and, by

extension, carbon leakage—using publicly available emissions data/remote sensing data only.

Using publicly available Canadian data on a wide range of pollutants emitted in the air by
manufacturing establishments, I estimate the model’s parameters to quantify the impact of the
British Columbia (B.C.) and Quebec carbon taxes on greenhouse gas (GHG) emissions across
Canada prior to the uniform Canadian carbon tax implemented in 2018. Both carbon taxes
were implemented in 2007 and 2008, respectively. I find strong evidence of carbon leakage to
other Canadian provinces. Indeed, I find that the carbon taxes caused a decrease in aggregate
emissions from Quebec and B.C. firms by 150 megatons of carbon dioxide equivalent (CO,,)
from 2007 to 2015. However, these carbon taxes caused an increase in emissions from firms in
unregulated provinces by 67 megatons of CO,,, mitigating 45% of emissions reduction efforts

as output reallocated towards unregulated firms.

I find very little evidence of fuel substitution in response to the tax. Most firms use a dominant
fuel and do not find substitution profitable. Moreover, the dominant fuel tends to be natural gas,
whereas alternative fuels such as oil and coal are even more emission-intensive. As a result, B.C.
firms pass on the cost increase to consumers and reduce output. This cost pass-through makes

firms in unregulated provinces relatively more competitive, increasing their market share.!

"However, I do not observe electricity consumption by firms, which could mitigate this leakage effect if reg-
ulated firms can substitute electricity for fossil fuels, especially in provinces such as Quebec, where electricity is
“clean” as it comes mostly from hydro plants.
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The counterfactual introduction of a uniform carbon tax across all provinces dramatically re-
duces aggregate emissions”. Extending the carbon tax to all provinces reduces aggregate emis-
sions by 21% relative to a 2.15% reduction in aggregate emissions from the B.C. and Quebec

carbon taxes.

The model features monopolistic competition in the spirit of Melitz (2003) and multiple regions.
In a nontrivial extension of Copeland and Taylor (2004), I allow multiple fossil fuels to be
used in production and specify pollution as a byproduct of fossil fuel combustion. Fossil fuel
combustion generates energy for production but also releases greenhouse gases (GHG) into the
atmosphere. This production function directly maps to emissions and carbon tax data. Indeed, I
calculate quantities of fossil fuels from emissions data based on underlying chemical reactions.
Carbon taxes are then levied with a different per-unit tax rate on different fuels, reflecting the

emission intensity of each fuel, which affects firms’ cost of using different fuels?.

This extension allows me to identify and estimate the model’s parameters and provide novel
empirical evidence on carbon leakage using only publicly available pollution release data, fuel
price data, and industry aggregates, all commonly available. The key to my method is that,
under a standard set of assumptions about firms’ production process and profit maximization,
pollution data contains information about which fuels firms use, how much of each fuel they

use, and how productive they are relative to other firms in the same industry.

My method applies to contexts with abundant remote sensing data but where plant-level data
is difficult to access or hardly even exists. It is also one of the first papers to empirically study
carbon leakage at a granular level in a literature that has a longstanding theoretical foundation
(Garella and Trentinaglia, 2019, Hoel, 1991, Holland, 2012) and computational general equi-
librium (CGE) applications (Bohringer, Carbone and Rutherford, 2016, Felder and Rutherford,
1993). Moreover, since carbon tax rates are heterogeneous by fuel types, I allow firms to sub-
stitute across different fuels. Similar to the approaches of Atkinson and Luo (2023), Ganapati,
Shapiro and Walker (2020), and Carlson, Burtraw, Cropper and Palmer (2000), fuel substitution
provides an endogenous margin of pollution intensity adjustment. Interestingly, I find very little

evidence of fuel substitution induced by the B.C. and Quebec carbon taxes.

I exploit carbon taxes and plausibly exogenous variation in world fuel prices to identify the
model’s parameters. I assume that the production technology features constant elasticity of
substitution (CES), and I separate identification into two parts. The first part comes from firms’

cost minimization problem of choosing relative fuel shares to form a composite fuel index. To

2Such as tax was implemented in 2018 by the Federal Government.
3This is how many carbon taxes are implemented in practices, including the B.C. carbon tax.
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this end, I show closed-form identification of reduced-form parameters that directly map into
structural technology parameters: fuel-specific efficiency parameters that vary across industries
and the elasticity of substitution across fuels. The second part comes from firms’ profit maxi-
mization problem, in which they choose output quantity subject to a given level of the composite
fuel index. I now observe an estimate of firms’ fuel composite input, which contains informa-
tion about their productivity. Under parametric assumptions about the productivity distribution,
I use maximum likelihood to estimate the elasticity of substitution across firms, directly lever-

aging variation in the B.C. and Quebec carbon tax.

The data I use is the National Pollutant Release Inventory (NPRI) combined with industry-level
aggregates. The former contains all pollutants released by manufacturing plants in Canada.
I specifically use pollutants released in the air that are known to come from the combustion
of specific fossil fuels. I invert each fuel’s chemical reaction to recover an estimate of fuel
quantities from a range of pollutants. This procedure is key because the model relies on fuel

quantities to identify the effect of carbon taxes.

Section 3.2 presents the intuition underlying carbon leakage. Section 3.3 presents the model in
all its details. Section 3.4 presents the data. Section 3.5 presents identification and details on es-
timation. Section 3.6 presents the results on estimation. Section 3.7 presents the counterfactual

of interests and decomposes the effect of carbon taxes.

3.2 Carbon Leakage Mechanisms

In this section, I explain intuitively the different mechanisms through which an asymmetric
carbon tax can lead to carbon leakage. Theoretically, there are two mechanisms at the intensive
margins (within-firm adjustments) and one at the extensive margins (through entry and exit).
First, the carbon tax increases the marginal cost of regulated firms, which leads to an increase
in their output price and a reallocation of production across regions due to demand shifting
from regulated to unregulated firms. Second, the increase in marginal costs can increase the
productivity threshold required for a firm to be profitable, forcing some regulated firms to exit
the market and vice versa in unregulated regions with firms entering the market. Third, the
carbon tax also increases the relative price of most polluting fuels, and regulated firms will
increase their demand for cleaner fuels. In general equilibrium, such variation in fuel demand
will increase the relative gross price of cleaner fuels. Unregulated firms now face lower relative

prices of polluting fuels, inducing substitution towards these polluting fuels.

I highlight the last two channels in red In Figure 3.1, indicating that these channels are not a

priori relevant for Canadian firms in response to the B.C. and Quebec carbon taxes. Canadian
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Figure 3.1: Channels for Carbon Leakage

firms are too small relative to the rest of the world to significantly impact aggregate fuel demand
and induce change in world fuel prices. Moreover, I abstract from the entry/exit margin of
adjustment as preliminary evidence suggests against it. Indeed, difference-in-difference (DiD)
estimation on the number of firms operating in each province due to the B.C. and Quebec
carbon taxes suggests an increase in the number of firms operating in both regulated provinces,
which is at odds with theoretical predictions. A decomposition of this DiD estimator indicates
a significant decrease in the number of firms operating in unregulated regions in the post-tax
periods (see Appendix for details). For these reasons, I only look at the channel highlighted in

blue, even though the model allows for all three mechanisms.

3.3 Model

3.3.1 Structure of the Economy

The economy is characterized by firms who engage in monopolistic competition across multiple
regions and industries and share similarities with Shapiro and Walker (2018) and Melitz and
Redding (2014). I augment this framework with firm-specific production functions that take
different fuels as inputs and allow for inter-fuel substitution. I introduce an asymmetric carbon

tax that only affects firms in specific regions to this economy. I first present the main framework
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for a single region and will give details on multiple regions when introducing the carbon tax
and carbon leakage. A Cobb Douglas production function takes the output of J industries and

aggregates them into a final good:

Y = ﬁyff with > g, =1
Jj=1 J

Where 3 is the share of industry j’s production allocated to final consumption. The final good
producer chooses how much of each industry’s aggregate is needed to maximize some fixed
amount of final consumption subject to a standard budget constraint: }; P;Y; = C where C
denotes aggregate income. Throughout the paper, I assume that aggregate income is in dollar
units and that firms take it as given. The solution to this problem is standard and yields the share

of total consumption produced by each industry, ¥;:

Y; = &C 3.1

P;
Where P; is the industry price index. Next, within each industry, firms sell differentiated goods,
Y;(A), indexed by productivity A, which can be substituted at rate p > 1 to form the CES
composite industry output ¥;. p will be a crucial parameter to study carbon leakage as it defines

the degree of competitivity across firms and how easily consumers can switch between firms.

plp—1)
Y, = ( fg Y,-(A)(p‘”/pdA)

J
The difference in integrating regions €2; represents the idea that different industries have differ-
ent masses of operating firms indexed by N;. From this, I can solve for the share of each firm’s
output Y;(A) as a fraction of the industry aggregate Y;, which is easily found by choosing the
cost-minimizing bundle of {Y;(A)} that produces a given amount of Y; taking firm-level prices

as given:

Pi(A)\-r
Yi(A) = ( 7 ) Y; (3.2)
1/(1-p)
Where P; = ( fQ P j(A)(l‘p)dA) " is the industry-specific CES price index. Moving forward,

I assume that firms compete in monopolistic competition.
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3.3.2 Technology and Emissions

To the standard framework above, I add a CES technology that takes multiple fuels {qf}?:1 in-
dexed by ¢ as inputs which form a fuel composite index F;. This composite fuel represents the
total quantity of energy service received from fuel combustion, which also emits greenhouse
gases in the air. This technology is similar to the aggregate production function in Hassler,
Olovsson and Reiter (2019), who study multiple energy sources in an integrated assessment
model of climate change. Fuels have varying degrees of emission intensity, and firms can sub-
stitute between them at a rate o > 1. Each industry j has baseline fuel-specific efficiency terms,
A¢j, where 3, Ao; = 1. Each firm has a productivity level A drawn from a distribution g;(A). Pro-
ductivity should be considered energy-augmenting rather than total factor productivity because

it contains unobserved factors of production like labor and capital.

vy = A( Y dgighe ) (3.3)
¢

Fj

Let y, be the coefficient that maps one unit of fuel ¢ to tons of carbon dioxide equivalent (CO,,)
equivalent, the measure for GHG emissions commonly used in the literature. Then, GHG emis-
sions of firm i in industry j is the sum of all fuels used times their emission factor, which I

decompose into the product of emission intensity and output quantity:

_ o moay . EA)
GHG(A) = % Yeq(A) = Ej(A) = 70 X Y;(A)
= ej(A) X Y;(A)
—— R

emission intensity (process factor)  output quantity (scale factor)

It is useful to compare my technology to the canonical technological framework for pollution in
the literature (Levinson and Taylor, 2008, Shapiro and Walker, 2018). I define pollution through
a composite fuel index F;, which is the CES aggregate of multiple fuels, whereas they define

an implicit pollution function:

My model: Y;(A) = AF;
Canonical model: Y;(A) = (Al j)l_"f (z;)"
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In the canonical model, /; is labor, and z; is total pollution such that one unit of z; always pollute
the same amount. However, firms can have varying emission intensity through investments in
pollution abatement technologies, making pollution less intensive relative to labor (lower ;).
By contrast, I define pollution abatement endogenously through fuel substitution. One unit of
F; can emit different levels of GHG emissions depending on the underlying bundle of fuels
that compose it, and that will create variation in emission intensity. A specification that maps
variation in energy intensity to fuel substitution is desirable in the context of greenhouse gas
emissions, where most emissions reductions come from substituting cleaner fuels for dirty fuels
rather than the end-of-pipe solutions. Moreover, I can exploit the mapping between the inputs

(fossil fuels) and emissions to study emissions reduction efforts.

This technology also has another important implication. By introducing fuel-specific efficiency
terms A.;, firms in different industries face different realized fuel prices in terms of energy
service per dollar. I call these prices “effective prices”, even though underlying observed fuel
prices (in units of fuel quantity per dollar) may be the same. This heterogeneity in effective
prices implies that a firm with higher relative efficiency in a specific fuel perceives it as cheaper
than other fuels because it can use it better. This is motivated by the empirical fact that firms in
different industries purchase very different relative fuel quantities even though they often face

the same fuel prices.

2
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Moreover, due to the constant returns assumption, individual effective fuel prices can be ag-
gregated into an effective fuel price index p; that buys quantities of the composite fuel index
F;j, which is akin to labor as a single input in Melitz (2003)*. This makes the analysis of
firms’ scale decisions separate from the analysis of relative input choices. These features have

important theoretical implications and will greatly simplify the model estimation.

Asymmetric carbon tax

41 assume constant returns to scale in the production of the fuel composite. However, this does not require
constant returns in other inputs such as labor, capital, and intermediate materials. Here, other inputs get absorbed
by productivity A because they are unobserved. If these inputs were observed, the constant returns fuel production
function could be nested into another production function that takes the fuel composite along with labor, capital,
and intermediate materials as inputs. This is the approach typically taken in the fuel substitution literature (Atkin-
son and Luo, 2023, Cho et al., 2004, Hyland and Haller, 2018, Ma et al., 2008, Pindyck, 1979, Wang and Lin,
2017).
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I now introduce the main object of analysis to this framework: a carbon tax that affects a fraction
N}’. of firms within each industry. Regulated firms are indexed by s = r and face an additional
per-unit tax rate {t,}%_, which is added to gross fuel prices p;, = p + 7, ¥¢, while the remaining
fraction N;.’ unregulated firms are indexed by status s = u and face same gross fuel price as
before. Since this is a carbon tax, the fuel-specific tax rate is weakly increasing in fuel pollution

intensity:

VeZ2 Y =2 T 21 V£ L

The rationale behind this framework is that implementing a uniform tax rate on GHG emissions
is typically achieved with a different tax rate across fuels due to varying fuel emission intensity
v¢. This is exactly how B.C. introduced its carbon tax. For example, coal combustion emits, on

average, twice as much CO,, in the air as natural gas, and its tax rate is twice as high.

3.3.3 Firms’ Optimal Decisions
Output Quantity and Price

By the constant returns to scale assumption, marginal costs are constant, and I can solve firms’
problems in two parts which correspond to the scale factor and the process factor of GHG
emissions. This is important because it allows me to quantify the model using pollution release
data only. First, I solve the profit-maximizing amount of output quantity Y;(A) that a firm
with productivity A in industry j and regulation regime s wants to produce from purchasing the
composite fuel good F'j(A), taking as given the composite effective fuel price index p ;. From
this, I can know the equilibrium output of each firm Y;(A), the share of output allocated to
fuels Fj,(A), and the output price P;,(A), which will all be reflected in the scale factor of GHG
emission. In the second part, I can solve the cost-minimizing bundle of fuels that will form
F;s(A). As such, I map the relative share of each fuel bought to the emission intensity of each

firm, which forms the process factor of GHG emission.

I assume that firms compete over quantity and face an inverse demand derived from Equations
3.1 and 3.2. To avoid notational clutter, I will do the exposition for a single industry and remove
the j subscript. Then, taking as given industry aggregates P and Y, a firm with productivity A

in regulation status s solves:
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max {P,(Y,(A)Y,(4) - p.F(A)}

Ys(A)
pC

-1/p
s.t. Py(Yy(A)) = ( ) pe-bie

Since Fy(A) = %, each firm’s marginal cost is the ratio of input price index to productivity:
cs(A) = % This marginal cost leads to a standard monopolistic competition equilibrium pricing
equation of a constant markup over marginal costs:

~ P Ds
P(p,, A) = L5 4
(PoA) = 5 (3.4)

Aggregate Productivity

This individual pricing equation can be aggregated into an industry price index as in Melitz
(2003). To do so, I assume that productivity comes from a known distribution with density g(A).
In principle, this productivity distribution could be used to derive the productivity distribution of
active firms in each region, u,(A), which would depend on a productivity threshold that defines
which firms operate in the market. This threshold would depend on regulation status since the
carbon tax raises the relative marginal cost of regulated firms, thus increasing the productivity
required for the marginal regulated firm to operate and decreasing the productivity required for
the marginal unregulated firm. However, in the Appendix, I show that entry/exit does not appear
to be an empirically relevant margin of adjustment in the context of the B.C./Quebec carbon
taxes, which is why I shall assume for the remainder of this exposition that the productivity
threshold is the same across regulation status p;(A) = u(A) and I assume an interior solution for
all firms such that the distribution of productivity for active firms is the same as the distribution

of productivity for all firms, u(A) = g(A). Then,

A=( e gayda)"" 3.5)
0

With a share N” = N”/N of regulated firms and N* = N*/N of unregulated firms, the equilibrium
industry price index will be a CES aggregate of regulated and unregulated individual firm prices.
Moreover, when g,(A) = g(A), this price index has the same structure as firm-level output
prices, where aggregate marginal cost is a combination of regulated and unregulated input prices

weighted by the respective mass of firms in each status over aggregate productivity:
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Note that absent of the carbon tax, this price index collapses to the price index in Melitz (2003)

where labor is replaced by the composite fuel index: P = ﬁf Putting everything together,

I can now find the quantity of the composite fuel purchased by a firm with productivity A and

regulation status s:

Py =21 224 cG)Y" (37

- b
PPN+ puNY)

| P>

The amount of composite fuel a firm wants decreases in the fuel price index and increases in
productivity due to a competitive effect that gives productive firms a larger sales share due to
their cost advantage. Since I assume that aggregate consumption is Cobb-Douglas across in-
dustries, there is no substitution across industries (net of the income effect), and only individual

productivity relative to the industry average matters for firms’ decisions.
relative fuel share and input price index

To choose the cost-minimizing share of each fuel that composes F(A), firms face the tech-
nology defined in equation 3.3, and their relative fuel choice will only be a function of the
interior parameters of the technology, namely interfuel substitutability o~ and fuel efficiencies
A¢. Productivity will not matter for relative fuel quantities because it augments the composite
fuel index rather than specific fuels. Moreover, I assume that firms take input prices as given
and cannot affect such prices with their decisions because they are too small relative to the
population of firms that make up global fuel demand. This is motivated by the idea that the
set of Canadian manufacturing firms is small relative to the set of all firms and consumers that
buy fuels around the world. Additionally, supply-side shocks such as new technologies (e.g.,
fracking) and geopolitical events that shift fuel supply in specific regions often drive fuel prices.

Therefore, taking input prices and F as given, a firm in regulation status s solves the following:
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min {Z P{fsqﬁ} s.t. F = (Z /l[(qf)(o'—l)/ﬂ)g/(o—_l)
¢ ¢

(gL,

The solution to this problem gives rise to the perceived input price index that varies across
regulation status and fuel-specific perceived prices, whose implications were discussed earlier:

5 Dis.

ps— A *

~ o 1-o\/d-)
pbs = (Z o )
¢
This perceived price index is higher for regulated firms because p,, = p; + 7, while py, = p¢
and o > 1. With this, I can define the share of fuel ¢ that makes up the composite fuel F, which
is a simple function of relative perceived input prices. Indeed, as the perceived price of a fuel
increases, the relative quantity of that fuel decreases at rate o~ due to substitution towards other

fuels.

¢\(F) = (Z2)"F (3.8)

S
Emission intensity

Emission intensity is the amount of GHG emissions as a fraction of output that a firm produces
and can be endogenously determined by the conditional input demand of each fuel times its

emission factor y,. over the firm’s output quantity:

Y(A)

1 Bes\
-1 2(%)

es(A) =

As in Shapiro and Walker (2018), emission intensity is locally decreasing in productivity. More-
over, while there is no capital and labor in the technology, if a firm is highly intensive in capital
and/or labor relative to fuel, this model will capture this as higher productivity (less fuel re-

quired to produce a unit of output), hence a lower emission intensity, which is precisely what
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would happen if capital and labor were in the model’.

When a firm gets regulated, it faces higher prices to purchase fuels that pollute more relative
to other fuels. Due to possible substitution, it will change its optimal combination of fuels
that make up F, and the distribution will shift towards fuels with lower emission factors, and
emission intensity will decrease. For a set of fixed input prices, no carbon leakage is induced by
emission intensity variation because unregulated firms still face the same gross price as before
and will choose the same optimal bundle. Formally, it can be shown that for each fuel k, there
is a threshold emission intensity, y, such that for each fuel more intensive than y,;, increasing
its prices will lead to a decrease in emission intensity in that industry (%4 < 0) while the

pr lyi>y;
opposite is true for each fuel bellow y;, where

2ok Ye(Ae/ pe)™
itk p‘;‘l/l?

Yi = Dk (3.9)
For example, an increase in the relative price of fuels that pollute above y; will lead to substi-
tution towards less polluting fuels and a decrease in emission intensity, which is exactly what

happens when firms face a carbon tax.
GHG emission and carbon leakage

Now that I have characterized the production structure in this economy, I can define equilibrium
GHG emissions for a firm with productivity A, which is, by definition, the product of output

quantity and emission intensity:

GHG(4) = Y,(4)/A X e.(A)A
—1\1,A\p-1 -
GHG,(A, No tax) - (P_)t(_f 5C o e 3’_5}7{;
p DA e
-1 p” Ayp-1 7
GHG (A, Asymmetric tax) = (p ) _ Ps _ (T)P BC x Zf?’_fpgs
P (B, PN+ p, PNY) A P
[
scale factor process factor

First, the scale factor is defined by macro parameters and relative perceived input price indices
between regions. In contrast, the process factor is defined by relative input prices between

different fuels that compose the input price index. As such, firms that are regulated face a higher

SFor this to be valid, however, I assume that fuel taxes/prices do not affect the price of unobserved inputs like
capital and labor.
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relative perceived input price index and will produce less than before (scale effect). Moreover,
regulated firms see a greater increase in the input price of the most polluting fuels, and they
will switch towards cleaner fuels, which will decrease emission intensity (process effect). From
the perspective of unregulated firms, the increase in the perceived price index of regulated firms
will increase their residual demand, and they will increase output. However, unregulated firms
do not see any variation in relative fuel prices, and their emission intensity remains the same.

The combination of higher output but unchanged emission intensity creates carbon leakage.

3.4 Data

The empirical application of this model will be a study of the BC carbon tax. I am initially
considering three main fuel types: Natural Gas, Oil, and Coal. Since this is a closed-economy

model, I only look at competition between Canadian manufacturing firms.

3.4.1 Pollution and Fuel Data

The primary dataset used for plant-level pollution is the National Pollutant Inventory Release
(NPRI), which records each pollutant emitted by most Canadian plants since 2000. This dataset
records 280 pollutants, but I will only look at five of the most relevant pollutants to differentiate
different fuels (see the identification section for more details): Carbon Monoxide (CO), Mercury
(H,), Sulphur Dioxide (S O,), Nitrogen Oxides (NO,) and Particulate Matters (PM). Keeping
only manufacturing plants, I get between 700 and 900 plants annually between 2002 and 2015.°
To recover fuel quantities in mmBtu at the plant level, I invert each fuel’s chemical reaction
under standard stationary combustion practices’. Thus, I get five equations (pollutants) with
three unknowns (fuels) that I solve by least squares minimization subject to a non-negativity

constraint, and I do this procedure for each plant each year.

I chose this time frame because most firms did not report to the NPRI before 2002 and because many other
Canadian provinces introduced carbon taxes and other environmental regulations in 2016.

"There can be heterogeneity in the quantity of each pollutant released by each fuel primarily due to combustion
efficiency, which will contribute to measurement error. However, heterogeneity in pollutants across fuels tends to
be much larger.
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CO;; = (Coal; x CO.) + (Natgas;; X CO,) + (Oil; x CO,)

H,;; = (Coaly X H, ) + (Natgas; X Hyg ) + (Oily X H, )
SO, = (Coaly X § 0y.) + (Natgasi X S O2 ) + (Oilyy X § 0 )
NO.; = (Coaliy X NOy.) + (Natgasy X NOy,) + (Oilyy X NO,,)

PM;, = (Coal;, x PM,) + (Natgas;; x PM.) + (Oil; x PM,)

Below is a table created from information provided by the U.S. Environmental Protection
Agency (EPA) of the mapping between one mmBtu of each fuel and quantities (in pounds)

of each pollutant released in the atmosphere:

Pollutant (mmBtu/1b) Natual Gas Oil Coal
Carbon monoxide (CO)  0.04 0.033 0.208
Mercury (H,) 0.001 1.122 2.591
Sulfur dioxide (S O,) 0092 0.448 0.457
Nitrogen oxides (NO,) 0.007 0.084 2.744
Particulate Matters (PM) 0 0.000007 0.000016

Table 3.1: Comparison of Emission Factors From Natural Gas, Oil, and Coal Combustion

Source: EPA — AP-42 (2024). Notes: This table is constructed by averaging different measures of stationary emis-
sions from the EPA’s Compilation of Stationary Emission Factors (AP-42). Natural gas is a more homogeneous
fuel than coal and oil. The emissions factors for coal are created by averaging emissions for different coal grades
(anthracite, bituminous, and subbituminous). Similarly, the emissions factors for oil are the average emission fac-
tors for different types of fuel oils used in manufacturing, referring to different types of distillate and residual oils.

To validate this procedure, I compare an aggregate of estimated fuel shares from each plant
to aggregate fuel shares available in the following Statistics Canada database: Manufacturing
industries, total annual energy fuel consumption in gigajoules (Table: 25-10-0025-01). I also
cross-checked this procedure with another dataset of U.S. firms that contained both plant-level

fuel quantities and pollutants.

My estimation procedures recover oil shares quite well, but coal shares are underestimated
relative to natural gas shares. This is partly because only a few firms use coal in Canada, with

aggregate shares nearing 1%, potentially leading to unstable estimates.
Greenhouse gases

Lastly, these pollutants are not greenhouse gases contributing to climate change (e.g., carbon

dioxide CO,, methane CH,, and nitrous oxide N,0) because the NPRI does not report green-
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Figure 3.2: Aggregate fuel shares

house gases. Once I back out fuel quantities, I then use another conversion table from the EPA
to convert fuel quantities to greenhouse gases. Using the GHG emission factors from Table
3.1, I then create a single measure of carbon dioxide equivalent CO,, using the global warming
potential method (EPA — GHG Emission Factors, 2024). This is the final measure I use in the

paper to construct emissions.

Carbon dioxide equivalent
kg CO,,/mmBtu
(100-Year GWP)

Carbon dioxide Methane Nitrous Oxide
kg COp/mmBtu g CH;/mmBtu g N,O/mmBtu

Coal 98.2 11 1.6 98.9
Oil 70.5 3 0.6 70.7
Natural Gas 56.1 1 0.1 56.2

Table 3.2: GHG Emission Factors
Source: EPA — GHG Emission Factors (2024). Notes: The last column is the final measure of GHG emissions.
While I use this procedure for only three fuels and five pollutants, it can be extended to include
many more fuels and pollutants to improve accuracy. It can also be extended to study fuel usage

by geolocated plants from remote sensing data. This approach may be interesting in regions

that lack the regulatory body necessary to compile a dataset such as the NPRI.

3.4.2 Other Data

Fuel price data

Although there may be regional differences in fuel prices depending on the plant’s location, I

only look at global fuel prices to ensure the validity of the homogeneity assumption. Global
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fuel prices come from the World Bank database and are denominated in different units. To get
around this issue, researchers usually convert fuel quantities into million British thermal units
(mmBtu), which will be the unit of measure going forward. I use an average of crude oil prices
across different sources of oil. For natural gas, I use the average price in the U.S.; for coal, I use
the price of Australian coal as it is the most commonly used. Since prices are in USD, I convert

them to nominal CAD prices.
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Figure 3.3: Fuel Prices in Unregulated Provinces (SCAD/mmBtu)

Carbon tax

To construct the fuel-specific tax rates, I map one mmBtu of each fuel in tons of CO,, equivalent
using y, which is calculated in Table 3.2, and I multiply this by the level of the carbon tax, which
started at 10$/7on in 2008 and increased by 5$/ton every year until reaching 35$/fon in 2013.
Additionally, a much smaller carbon tax was introduced in 2008 in Quebec at 3.5$/ton:

British Columbia Quebec
2008 2009 2010 2011 2012 2013-2015 2008-2015
Natural Gas ($/mmBtu) 0.53 0.8 1.06 133 159 1.86 0.19
Oil ($/mmBtu) 072 108 143 179 215 251 0.25
Coal ($/mmBtu) 099 148 198 247 297 344 0.35
COy, ($/ton) 10 15 20 25 30 35 3.5

Table 3.3: Carbon Tax Rates

Aggregate data

To get aggregate consumption over time, C,, I use the share of Canadian nominal GDP from

manufacturing. Then, I can get 8, the shares of Canadian manufacturing GDP that come from
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each 3-digit NAICS manufacturing industry. Since GDP is in dollar amount, this is going to be

YiPj
’C—j. Through

period-by-period variation in C; and 3, I allow for industry-specific demand shocks. To see

the share of manufacturing consumption associated with each industry: g; =

this, if there is a one-time positive demand shock to industry j, this will increase aggregate
demand C; while simultaneously increasing 8, and decreasing i, Yk # j such that the amount
of consumption going to all other industries remains unchanged and };; 8, = 1 is still satisfied.
Additionally, since there is only one big market in the model, a region-specific demand shock
would effectively affect all firms regardless of their location. It would be captured by variation

in C, without changing relative industry shares.

3.5 Identification

Since the empirical application of this model is the B.C. and Quebec carbon taxes, I am only
considering the universe of Canadian manufacturing firms under the plausible assumption that
those firms take input prices as given and cannot affect global input prices with their individual
decisions. As such, there will be no variation in aggregate fuel demand induced by carbon regu-
lation that would affect equilibrium fuel prices, commonly referred to as the fossil-fuel channel
of carbon leakage in the literature (Fowlie and Reguant, 2018). This means that I can exploit
observed fuel price variation to identify parameters in the model. In the data, such fuel price
variation is due to global shocks such as the fracking boom that massively decreased natural gas
prices during the sample period and variation in the supply of oil-producing countries. Added
to these global shocks is the carbon tax that creates spatial variation in fuel prices and will be
critical to identifying the elasticity of substitution across firms.

There are two sets of parameters in the model: parameters related to the production technol-

ogy, such as baseline fuel shares, and interfuel substitutability: {{/lgj}il}le,a'} and parameters
about firm-level output decisions (macro parameters), such as the elasticity of demand and the
distribution of productivity: {p, 03} and parameters of the productivity distribution. Ideally, if
I had data on firm-level output and emission intensity, I could separately identify both sets of
parameters like Shapiro and Walker (2018), Ganapati et al. (2020), and Aichele and Felbermayr
(2015) since technology parameters only appear in emission intensity and other parameters only

appear in firm-level output.

However, I only observe plant-level pollutants released along with aggregate industry statistics.
An important contribution of this paper is to show how to identify the direct and leakage effects
of a counterfactual carbon policy on emissions under such flexible data requirements. To see

this, I show in the following section how I can separate the estimation into two stages. The first
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stage relies on relative fuel quantities within plants to identify both technology and interfuel
substitution parameters in a closed form using a linear, seemingly unrelated regression model
(SUR). In the second stage, I use the fuel quantities in /evel net of a fuel-specific component
to measure the common scale component across fuels. This common scale component contains
information about firm productivity and industry aggregates, which I use to identify macro

parameters, such as the distribution of productivity and the elasticity of demand.

Before showing identification results, it is also to show some key equilibrium equations when I

reintroduce the industry subscript j and year subscript ¢ into the model:

. P~ 1 ﬁ]_f; Ajst p-1
Composite fuel (scale): Fjjy = o o Jé) thI(N—)
PPy Njy+ P Ny Ajr
Individual fuel quantities: qust = (%)_UF st
Jst

3.5.1 Stage 1: Identification of Technology Parameters

With estimated fuel quantities, I can use optimality conditions from the model to estimate in-
terfuel substitution and fuel efficiency parameters in a seemingly unrelated regression model.
Indeed, each fuel contains a fuel-specific factor driven by its “perceived price” and a common

factor to all fuels that is proportional to the output of a given firm:

r ﬁfjst nd N
qijst —\ ijst
Djst
_ =0
= DejuXijst
Pesi\=
— X,
ijst
/l[j ——
~~——~~—"common scale
fuel-specific

Where Fjj, is the factor common to all fuels. Since there are more than three fuels in reality,
and since the pollutant factor to fuel conversion approximates chemical reactions under average
conditions, it is likely that there is some measurement error in implied fuel quantities, exp(u? ist)-
Measurement error comes from unobservables such as heat at which combustion happens, the
type of coal or oil product used, and the technology used for combustion, which I assume to be

iid across time and firms:
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0 (Plst\T7 ¢
ijst = ( 1 ) Xijst €Xp (U;s;)
tij

Taking logs,

¢

¢
In Gijst = —onpey +0lndg +In X + Wijst

Since all fuels contain the common factor, I can eliminate it by subtracting each fuel £ = 2,3
by the first fuel, which is what allows me to identify technology parameters separately form the

rest.
Ing;,, — Ing;;, = o(In pry — In pay) + o(In Ay — In Aj0) + (5, — 1)
Ing,, —Ingl, = o(In p1y —In p3) + o(In A5 — In A1) + (5, — 1},

Intuitively, if the price of the first fuel increases, firms will switch towards fuels 2 and 3, which

will depend on the elasticity of substitution o-. I can rewrite this system of equations in matrix

form:
[ln q?jst —1In q}jst] . In pi — In poy N {sz] . eizjs[]
3 1 3
In Gt~ In Dt In p1y, — In p3y I3 € st
Aln Qijst = oAln Pst + Fj + €jjst
Where I'y; = o(Ind;, — Ind;) and 6163‘[ = ufjsl - u}jst. this is a SUR model because efm is

correlated with el.3jst but uncorrelated across firms and across time. Identification of the elasticity
of substitution comes from variations in aggregate fuel prices over time, along with the carbon
taxes that were implemented in B.C. and Quebec. Estimating {o, I';;,T'3;} is a reduced form that

will recover all technology parameters as follows:
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Aaj
exp(Iyj/o) = 7
1j

exp(3;/0) = ﬁ

A1, A2j, A3 will then be the solution to the above system of three equations. Since I am only
keeping oil and natural gas in the model, the fuel-specific efficiency terms can be recovered in

closed form:

PO (\VLy
" exp(D/6) + 1
. 1
/loil,j =

exp(l’;/&) + 1

3.5.2 Stage 2: Identification of Macro Parameters

Upon estimating technology parameters, I can use the levels of log fuel quantities subtracted
from a substitution term to recover the common scale component, Fj plus fuel-specific mea-

surement error:®

L Ve loil, gas, coal) (3.10)

In qust +6(In pejy —Inpiy) = InFijy + u; st
I can open up this expression in equilibrium because Fjjy, is just an industry and time-augmented
version of equation 3.7. It is a function of the elasticity of demand, p, unobserved aggregate
productivity A jr» unobserved firm-specific productivity A;j,;, unobserved fuels-specific measure-
ment error ufjst,
firms in different regions N;, industry output share ;, and aggregate output C;). Hence, in

and many quantities that are now observed (input price indices p g, share of

matrix form, we can write this as a system of estimating equations:

8Note that F; s differs from the “true” scale component X;;;; because I also subtract input price index in equation
3.10, which is common to all fuels.
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-1
)+ Ingj +InC, = pln py — In(p, PN, + p P N%)

]ut

In qfjst + é'(h’l f)fjst —In ﬁjst) =In (p

Yijst

Xijsi(0)

+ (o — D(nA;j — lnA/t) +ul, (3.11)

ijst

Eijst

Where aggregate productivity in each industry was defined as:

- < 1/(p-1)
Ay = fo APl g(A)dA)

I now assume a distribution for productivity and fuel-specific measurement error, allowing me
to estimate this system with maximum likelihood. I assume that productivity is distributed
log-normal with mean and variance common to all firms in all years A, = A, and that measure-
ment error is normally distributed with mean zero and fuel-specific variance. I also allow for

measurement error to be correlated across fuels. The marginal distributions are then:

Aijy, ~ LN(u,03) < InA;jy ~ N(u,03)
~ N(0,07)

Ust

Using the moment generating function for a log-normal distribution, I can get a closed-form

solution for A, = A (see appendix for details):

A=(exp(uo-D+-123/2)""" (3.12)

With that in mind, the relative log productivity term will be normally distributed, such that the
vector of fuel-specific error terms in estimating equation 3.11, €5, will be jointly normal (see

appendix for details):
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(p = D(nAjjy —InA) ~ N( = (p = 1’03/2, (p = 1)’075)

(ff}i,) . N( [— -1 /2) ( -~} v on, (=170} +crng,o])
elf’jst —(p— 1202 /2 1)20'[21 + 00 (P— 1)20'[21 + 0'(2)

From this, I can construct the likelihood as the product of n bivariate normal density, take the

natural logarithm, and estimate all the parameters: (p, O'ﬁg, 02,05, O',Zg,o).

To get a bit of intuition behind estimating the within-industry elasticity of substitution across
firms p, note that input price variation only identifies p when it is spatially differentiated, in this
case through the asymmetric carbon tax. To see this, if input prices are the same everywhere in

a given period (P = Pjur = Pjr), then firms’ choice of the composite fuel index collapses to:

p—1
o

lnF,-jS,:ln( )+1n,8j,+lnC,—lnﬁjt

Intuitively, this happens because variation in input prices is the same for all firms in the industry,
hence there is no incentive for consumers to substitute across firms. With the introduction of
a tax, consumers will switch towards unregulated firms at rate p > 1 because the tax raises
the marginal costs of regulated firms, which raises their output prices due to the monopolistic

competition pricing rule.

3.6 Results

Technology parameters

Below are estimates of technology parameters. Since quantities of estimated coal are very low
and only represent 1% of fuel consumption, I only keep natural gas and oil in the analysis.
The standard error for the interfuel substitution parameter & is an OLS standard error, and the
standard errors for the fuel shares parameters are derived using the Delta Method (see appendix

for details). I also construct 95% bootstrap confidence intervals.

Many firms often consume a dominant fuel; the model captures these quasi-corner solutions
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Baseline Natural Gas share: A, ;
Industry 311 312 314 315 321 322 323 324 325
Estimate 0984 0.871 0.007 0.000 1.000 1.000 1.000 0.983  1.000
SE. (0.023) (0.176) (0.104) (0.001) (0.000) (0.002) (0.000) (0.022) (0.001)
95%CIlb 0931 0444 0000 0.000 1000 0995 1.000 0936 0.996
95% CIub 0.999 0993 0224 0.000 1.000 1.000 1.000 0999  1.000
s Ny 1,005 145 40 16 2,669 1,305 24 1,036 1,378
Baseline oil share A, ;
Industry 311 312 314 315 321 322 323 324 325
Estimate  0.016 0.129 0993 1.000 0.000 0.000 0.000 0.017  0.000
S.E. (0.023) (0.176) (0.104) (0.001) (0.000) (0.002) (0.000) (0.022) (0.001)
95%CIlb 0.001 0.007 0.776 1.000 0.000 0.000 0.000 0.001  0.000
95% Club 0.069 0.556 1.000 1.000 0.000 0.005 0.000 0.064 0.004
s Ny 1,005 145 40 16 2,669 1,305 24 1,036 1,378
Baseline Natural Gas share: 4, ;
Industry 326 327 331 332 333 335 336 337 339
Estimate 0960 0.994 0.997 1.000 1.000 0.821 1.000 1.000 0.519
SE. (0.068) (0.011) (0.008) (0.001) (0.000) (0.314) (0.000) (0.002) (0.301)
95%CIlb 0792 0967 0979 0998 1000 0.069 1.000 0995  0.050
95% Club 0.998 1.000 1.000 1.000 1.000 0998 1.000 1.000 0.961
S s N 195 903 980 189 57 42 328 99 121
Baseline oil share A, ;
Industry 326 327 331 332 333 335 336 337 339
Estimate  0.040 0.006 0.003 0.000 0.000 0.179 0.000 0.000 0.481
S.E. (0.068) (0.011) (0.008) (0.001) (0.000) (0.314) (0.000) (0.002) (0.301)
95% CIlb 0.002 0.000 0.000 0.000 0.000 0.002 0.000 0.000 0.039
95% Club 0.208 0.033 0.021 0.002 0.000 0931 0.000 0.005 0.950
s Ny 195 903 980 189 57 42 328 99 121

Interfuel elasticity of substitution: &

Estimate 1.856
S.E. 0.416
95 % CI 1b 1.040
95 % CI ub 2.671
Niowal 10,532

Table 3.4: Estimates of Technology Parameters
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by A ;¢ close to either one or zero. Since natural gas is by far the most prominent fuel, A joil 18
often close to zero, which leads to a perceived price distribution that is much larger for oil than

natural gas such that firms in most industries would never want to purchase oil:

N Mean Std. Deviation Min Max
Doil 10,532 1.62e+08 2.86e+08 6.957819 9.32e+08
Dnatgas 10,532 645.9813  17690.24 2.752033 797652.4

Table 3.5: Summary statistics, perceived prices (pj, = j—fz)
T

Macro parameters

To get standard errors, I bootstrapped the entire dataset by blocks of individual firms, each
sample being every year a firm operates. This allows for within-firm correlation across years,

which is to be expected.

Within-industry Variance of Variance of

. L0 Variance of Covariance between
elasticity of substitution .. measurement  measurement
productivity . measurement error
across firms error, natgas error, oil
P & &2, & Greo
Estimate 2.242 1.623 71.5 188.184 -39.86
S.E. (0.7837) (1.909) 2.77) (4.68) (3.28)
95 % C.I. [1.155, 3.57] [0.46,6.27] [67.72,77.79] [182.11,196.56] [-44.16,33.98]
Observations 10,532 10,532 10,532 10,532 10,532

Table 3.6: Estimates of macro parameters

3.7 Counterfactuals

3.7.1 Causal Effects of the B.C. And Quebec Carbon Taxes

I now have everything needed to recover counterfactual GHG emissions levels had the carbon
tax not been introduced in B.C. and Quebec. In this counterfactual, regulated firms are always
subject to unregulated input prices, and firms in other provinces do not get competitive gains
from the input taxes raising input prices in B.C. and Quebec. Doing this exercise for regulated
and unregulated firms separately will recover the tax’s direct effect and the tax’s carbon leakage
effect separately. Let 7, be the year the tax was implemented. GHG emissions then refer to
the sum of GHG across firms for a given industry and year post-treatment (inner sum), the sum
over all industries in a given year (middle sum), and the sum over all years post-treatment (outer

sum). I do this for regulated and unregulated firms separately. I compare total GHG emissions
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generated by the model when prices include the tax (in red) subtracted to GHG emissions when

prices exclude the tax (in blue) to get the effect of the carbon taxes.

Direct effect (BC firms): (Z Z Z GHGth(pma P/m)) (Z Z Z GHGZ]t(pjrt = Djurs p/ut))

>T, j ir >T,

B Z Z Z p— ﬁ C Urt).o 1( ﬁj_rp, 2[ Wp;jr, 1 2 )’fpg]m )
R it z ~ 5 - T T
Bl + Piut) P jut

>T; iir ]ut p]"’t pj"‘t

process channel

scale channel ~ process channel scale channel

Carbon leakage (Other firms): (Z 2> GHGij(p. p,u,)) ( > Z Z GHG (P = Pjus pﬂ,,))

=T, j iu >T;

Z Z Z p C l]m)ﬁ—l Z[ )’fpzjm( ﬁj_}‘i _ 1 )
- ]t t e ~—& 1 ~

=T: iu A P jus (pjrt + pjutp) P jurt

scale channel

Moreover, I can decompose both the direct and carbon leakage effects into a scale channel
(change in aggregate output) and a process/technique channel (change in aggregate emission
intensity due to interfuel substitution). There is no process effect for unregulated firms because
they do not face the carbon tax, and relative fuel prices stay constant. I also did this exercise for
Quebec firms that faced a smaller carbon tax around the same period. Hence, the effect of the
carbon tax on unregulated firms will be calculated by setting both the Quebec and B.C. carbon
taxes to zero. I estimate an overall decrease in GHG emissions of 37.6 % in BC and 4.87 %
in Quebec and an increase in GHG emissions of 2.6 % in unregulated provinces, which can be

attributed to carbon leakage.

While aggregate percentage changes in emissions are suggestive that emissions decreased much
more in British Columbia than they increased in unregulated provinces, this is misleading be-
cause the level of emissions in unregulated provinces is much larger at the baseline. There are
many more firms in unregulated provinces, and those firms tend to concentrate on more pollut-

ing industries. As a result, significant leakage mitigates 45% of emissions reduction efforts.

In the next section, I document which effect drives most of this variation in GHG emissions.
I also show what happens under a uniform carbon tax across all provinces, which the federal

government introduced in 2018 with the Greenhouse Gas Pollution Pricing Act.
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Figure 3.4: Estimated and Counterfactual GHG Emissions (Kilotons CO5,)

Aggregate Emissions
(kilotons CO»,)
(2003-2015)

Aggregate Emissions
(kilotons CO»,)
(2003-2015)

Level Difference
(Carbon Tax - No Tax)

Percentage Difference
(Carbon Tax - No Tax)

No Tax Carbon Tax
British Columbia 265 165 -100 -37.6%
Quebec 1,055 1,004 -51.4 -4.87%
Unregulated Provinces 2,575 2,643 67.4 2.6%

Table 3.7: Effect of Carbon Taxes on Emissions of Regulated and Unregulated Firms
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Role of Fuel Substitution

The introduction of multiple fuels allows firms to substitute across fuels, which determines
the GHG emissions process channel. Indeed, absent fuel substitution, firms only choose how
much of the composite fuel they want to purchase, forming their output (scale) decisions. By
including the tax only in the perceived price of composite fuel p,; and keeping the fuel-specific
perceived prices without the tax p,j; (and vice versa), I am able to decompose the overall effect

of the carbon tax into the scaling factor and the fuel substitution factor.

My results suggest that almost all changes in GHG emissions (98.51% for B.C., 96.1% in Que-
bec, and 100% in unregulated provinces) are due to firms adjusting output, and only a tiny
fraction is due to fuel substitution. In unregulated provinces, this is expected because unreg-
ulated firms did not face the tax directly, so there is no scope for fuel substitution. However,
this is the case in B.C. and Quebec because most firms are consuming a dominant fuel, with the
perceived price of other fuels being extremely high. Most dominant fuels tend to be natural gas,
and the carbon tax raised the price of oil more than it raised the price of natural gas because the
former releases more CO,./mmBtu. Thus, there is a limited role for substituting towards the
newly relatively cheaper fuel (natural gas) because most firms already use large quantities of

natural gas. The lack of a cleaner alternative to natural gas partly explains why carbon leakage

is so large.
Effect of carbon tax on GHG emissions (%)
British Columbia Quebec Unregulated Provinces
Scale -37.1 -4.68 2.62
Fuel substitution -1.2 -0.2 0
Scale and fuel substitution -37.66 -4.87 2.62

Table 3.8: Difference in GHG Emissions With Counterfactual No Policy, Percentage

3.7.2 Uniform Policy

An interesting aspect of this model is that I can impose a uniform carbon tax on all firms in
all provinces such that there is no risk of carbon leakage, and I can see how it compares with
the actual policy. I find that the reduction in GHG emissions would be between 19% and 22%
depending on the province, which is lower than the 37.66% decrease of the actual policy in
British Columbia

Interestingly, this happens because as all firms face the same tax rate, there is no competitive
hedge from being in one province versus another. All the production that would have shifted to

unregulated provinces due to the asymmetry of the carbon tax stays in the province of origin.
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Change in GHG emissions (%)
British Columbia -23.77
Quebec -22.82
Unregulated Provinces -19.90

Table 3.9: Effect on GHG Emissions of Introducing a Uniform Carbon Tax Across Canada With a Tax
Rate Equivalent to the B.C. Carbon Tax (Percentage)

The aggregate emission decrease is simply due to a uniform increase in marginal costs. Overall,
a uniform carbon tax is much better at reducing aggregate GHG emissions, estimated at 21%

relative to a total decrease of 2.15% in the case of the asymmetric tax.

Total change in GHG emissions (%)
BC carbon tax -2.15
Uniform carbon tax -21.15

Table 3.10: Total Effect of Implementing a Uniform Carbon Tax Across Canada Relative to Total Effect
of B.C. Carbon Tax (Percentage)

3.8 Conclusion

In this paper, I build a production model where manufacturing firms can substitute between fuels
and compete across different regions. Using a panel of publicly available emissions data from
Canadian plants, I can recover counterfactual emissions of regulated and unregulated plants
following British and Quebec carbon taxes implemented in 2007 and 2008, respectively. I find
that carbon leakage increased GHG emissions by 2.62 % in unregulated provinces relative to a
decrease in emissions by 37.6% in British Columbia and 4.87% in Quebec and that most of the
decrease in emissions by regulated plants was due to variation in output rather than substitution

towards cleaner fuels.

However, these percentage differences hide a much larger effect of carbon leakage when looking
at the level of emissions. Indeed, both carbon taxes accounted for a decrease in emissions by
150 kilotons of CO,, by regulated firms relative to an increase in emissions of 67 kilotons of
CO,, by unregulated firms. Carbon leakage thus mitigated 45% of emissions reduction efforts
in B.C. and Quebec. Introducing a uniform carbon tax across Canada, as was legislated in
the Greenhouse Gas Pollution Pricing Act of 2018, reduces total Canadian greenhouse gas
emissions by 21 %. Relative to a net Canadian-wide emissions decrease of 2.15% if the carbon
tax was only implemented in B.C. and Quebec, the uniform carbon tax significantly mitigates

leakage concerns.
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Chapter 4

Long-Term Contracts and Secondary
Markets: Theory and Evidence from

Natural Gas Pipelines

4.1 Introduction

In North America, pipelines are the dominant method for transporting natural gas. They are
extremely costly to build, averaging $5 million/km with 10 to 20 years for the pipeline to break
even on its investment. To share the risk associated with large sunk investment costs, pipelines
must sign long-term contracts (typically ten years or more) with customers prior to the pipeline’s
construction, which entitles the customer to reserved capacity. Long-term contracts in the pri-
mary market can create situations of artificial constraint in which physical capacity is available,
but contracting frictions impede the flow of natural gas. For these reasons, there is a secondary
market unique to the U.S. where shippers can lease capacity to other shippers for any length of
time. The secondary market is much less regulated than the primary market, with the aim of

fostering a competitive environment between shippers.

In this project, we evaluate the efficiency of the U.S. natural gas pipeline network at inter-
temporally allocating pipeline capacity in response to demand and supply shocks through its
secondary market. We study trade-offs associated with the secondary market and provide guid-
ance for deregulation efforts in similar industries. We study shocks to large weather fluctuations
that affect the supply and demand for energy, increasingly common with the advent of climate
change (Bathiany et al., 2018, Wang, Biasutti, Byrne, Castro, Chang, Cook, Fu, MGrimm, Jaha,

Hendon et al., 2021). Through the lens of the secondary market for capacity release, we con-
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tribute to a growing literature studying the resilience of energy systems and markets in response
to such atmospheric conditions (Gongalves, Costoya, Nieto and Liberato, 2024, Jasitinas, Lund
and Mikkola, 2021, Waseem and Manshadi, 2020).

Using novel daily transaction data for selected U.S. natural gas pipelines between 2005 and
2023, we find that the secondary market responds to large regional fluctuations in demand for
natural gas. We narrow down our study to the extreme cold wave of February 2021. This cold
wave significantly increased natural gas demand, particularly demand for residential heating
and electricity generation in the Deep South. Notably, natural gas prices at hubs in Texas and
southeastern California rose substantially during this period. In contrast, prices at hubs outside

the cold wave’s radius, such as in Northwestern California, did not rise.

We leverage this spatial variation in natural gas prices to identify control and treated pipelines.
We choose Gas Transmission Northwest (GTN) as a control, which carries natural gas from
Western Canada to Northwestern California. We chose the El Paso pipeline as a treatment,
which carries natural gas to major hubs in Texas and Southeastern California. In a difference-in-
difference event study framework similar to Miller (2023) and Freyaldenhoven, Hansen, Pérez
and Shapiro (2024), we find that the cold wave caused a 50% increase in capacity released from
buyers (replacers) to sellers (releasers) in the secondary market. We also find that the secondary
market facilitates a reduction in search costs between replacers and releasers but fosters an

anti-competitive environment where both sides of the market influence prices.

This secondary market is one of the only real examples of a Coasian market in which partici-
pants trade legal entitlement to natural gas pipeline capacity. Our paper is the first to study such
a secondary market empirically. We aim to provide some evidence that generalizes to other
similar heavily regulated markets with large sunk investment costs and to provide guidance for

the organization of pipeline networks outside of the U.S.

To understand the aforementioned trade-offs better, we show that the vast majority of shippers
that release capacity are end-consumers (power plants, local distribution companies that serve
specific urban areas, and industrial plants) who have long-term contracts with pipelines and
must pay the large reservation fees even if they do not utilize their capacity. The vast majority
of replacers are marketers. Marketers are intermediaries that engage in arbitrage opportunities,

buying gas in cheap hubs and selling gas in expensive hubs to consumers.

In this context, we provide empirical evidence for long-term relationships between market par-
ticipants in the capacity release market and propose potential hypotheses for why such relation-
ships exist. We show that over 95% of contracts signed are private arrangements made between

shippers. Many of these arrangements recur between shippers that meet multiple times over
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the sample period, which we call long-term relationships. This is similar to the U.S. trucking
industry, where 80% of the shipping contracts are signed through existing relationships between
shippers (analogous to the replacement shippers) and carriers (analogous to releasing shippers),

and only 20% of the contracts are signed via a spot market (Harris and Nguyen, 2023).

Considering the unique aspects of this market, search costs are the key factor influencing the
formation of long-term relationships. This is attributed to the frequent requirement to secure
capacity at various delivery and receipt locations, along with other customary contractual obli-
gations such as the option for a releaser to be able to recall its capacity at any time, making
each contract a highly differentiated product. Thus, when releasers do not need their capacity,
they search for replacers to avoid paying reservation fees, whereas replacers search for releasers
when facing an arbitrage opportunity. Using event studies, we find that contracts are much more
likely to be signed between long-term partners during the cold wave. This suggests that the op-
portunity cost of searching is higher in periods of high demand and that long-term relationships

reduce search costs.

Moreover, the secondary market facilitates the formation of long-term relationships. While
contracts are mostly private arrangements, the Federal Energy Regulatory Commission (FERC)
mandates that pipelines publicly post transaction details from the secondary market on public
data-sharing platforms. We argue that this regulatory constraint is what facilitates the formation

of long-term relationships.

However, the quasi-lack of regulation on the price charged for pipeline capacity in the secondary
market fosters an anti-competitive environment.! To show this, we leverage variation in market
concentration across different pipelines and regions, where some pipeline zones have dominant
releasers, some have dominant replacers, and some have both. We find that a 1% increase in
releaser market share is associated with a 0.1% increase in capacity prices. In contrast, a 1%
increase in replacer market share is associated with a 0.04% decrease in capacity prices. The
welfare implications of these price-setting behaviors are uncertain, and we plan to study them

using a search model with two-sided market power in future research.

Related Literature

This paper contributes to three broad strands of literature on (i) supply-chain and energy market

resilience, (i) the effectiveness of secondary markets, and (iii) the pipeline industry.

I'There are some constraints on capacity prices in the secondary markets based on how long capacity is expected
to be released. See Section 4.2 for details.
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Chen (2023) shows that mergers among those networks result in significant cost reductions and
a notable rise in markups. Nonetheless, there is still a cost pass-through to customers, leading
to a reduction in shipment prices. Based on the findings of Chen (2023), we investigate the
effects of decreased shipping costs resulting from the consolidation of transport networks on
downstream firms. However, transport companies and their downstream customers typically
establish long-term relationships, and our knowledge of these relationships is limited. To shed
light on these issues, we examine how these relationships are formed and how demand and
supply shocks affect the formation of such relationships. One challenge in examining these
relationships is that, typically, the specifics of such contracts are not observed. However, the
U.S. natural gas pipeline industry is an exception, as all contract details are observable. This in-
cludes information on the ownership of transmission capacity in the primary market and details
of transactions related to capacity release in the secondary market. By examining the formation
of long-term relationships in the natural gas pipeline industry, we offer insights that could be

applied to other similar transport markets with substantial sunk investment costs.

Our study of the secondary market in the natural gas pipeline industry also contributes to a
literature investigating the effect of capacity constraints, bottleneck, and congestion on market
efficiency measures such as price integration across hubs (Avalos, Fitzgerald and Rucker, 2016,
Brown and Yiicel, 2008, Marmer, Shapiro and MacAvoy, 2007, Oliver, Mason and Finnoff,
2014). This literature studies physical constraints and how regulation interacts with these phys-
ical constraints in preventing spatial price integration. By contrast, we study the role of artificial
capacity constraints created by long-term contractual agreements that reserve capacity, which
has not been studied before. Our findings on the effectiveness of the secondary market suggest
that these constraints are important and should be considered along with physical constraints

when studying market efficiency.

Lastly, our findings on the exercise of market power in the secondary markets relate to the lit-
erature on intermediation in search markets and monopsony power (Berger, Herkenhoft, Kostgl
and Mongey, 2023, Gehrig, 1993, Salz, 2022, Spulber, 1996). Our results are consistent with

some of these results in contexts where intermediaries (marketers) have market power.

4.2 Industry Background

Natural gas transmission pipelines provide for the bulk of natural gas transportation within
North America, often transporting commodities hundreds or thousands of kilometers from pro-
duction locations to three main demand markets: electricity generation, local distribution com-

panies (LDCs) primarily used for space heating and industrial consumption. In comparison to
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other modes of domestic freight, pipelines transport the most tonnes-kilometers. Natural gas

transportation in anything other than pipelines is complicated and often unprofitable.

Within the U.S., there are more than 120 major natural gas transmission pipelines whose tolls/rates
are directly regulated by the Federal Energy Regulatory Commission (FERC). Most of these
pipelines facilitate the transmission of natural gas from production areas, concentrated in re-
gions such as Texas, Pennsylvania, and Canada, to demand areas such as major metropolitan
areas, major export interconnections, and natural gas storage facilities. The major interstate

transmission pipelines are shown in the map below in Figure 4.1.
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Figure 4.1: Natural Gas Pipelines in the U.S.

Transmission pipelines are extremely costly to build, averaging $5 million/km with 10 to 20
years for the pipeline to break even on its investment. To share the risk associated with large
sunk investment costs, the pipelines are required to sign long-term contracts (typically ten years
or more) with customers prior to the pipeline construction, which entitles the customer to re-
served capacity. The requirements for long-term contracts come from both sides of the market.
Pipeline companies are required to sign these contracts to obtain funding. Large customers,
such as power plants and local distribution companies (LDCs), are required by regulatory agen-
cies to have enough available capacity to sustain through unexpected demand shocks. Smaller
natural gas users do not contract capacity with pipelines directly and typically get gas from

marketers.

Long-term contracts in the natural gas transmission pipeline industry primarily focus on ship-
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ment capacity,” as shipment pricing is often heavily regulated. Pipeline rates are often set to
enable pipelines to recover all prudently incurred expenses associated with service delivery
while also earning a reasonable profit. Regulators usually establish this by determining the rev-
enue requirement for pipelines — the yearly revenue needed to maintain service and secure a
fair return.’ In Appendix I, we provide further details on rate regulation within the pipeline

industry.

While long-term contracts in the primary market help reduce investment risks, they can intro-
duce substantial frictions in capacity allocation amidst fluctuations in the natural gas supply
and demand, thereby obstructing gas delivery to customers in need. The secondary market has
emerged to address these frictions. In this market, service requesters who hold long-term con-
tracts in the primary market can trade their contractual rights. This process, known as “Capacity
Release,” allows for the sale of all or part of a contract holder’s rights for varying durations,

ranging from less than a month up to the entire contract length.

Figure 4.2 illustrates the interactions between the primary and secondary markets. Within the
capacity release market, those holding primary contracts are known as releasers, and their coun-

terparts are referred to as replacers.

Primary Market: Shippers Long-term contracts

(Primary contract holders) Pipeline Companies

M Capacity Release Contracts
Secondary Market: Releasing Shippers Replacement Shippers

(Releasers) (Replacers)

Figure 4.2: Relationships of the Primary and the Secondary Market

2A firm transportation contract grants capacity to a service requester at one or more points along a pipeline.
Capacity is either specific as to both location (point) and quantity or is general as to location and specific as
to quantity. A firm transportation contract gives a service requester the right to cause a TSP to receive a specific
quantity of gas from that service requester at a point and/or deliver a specific quantity of gas to that service requester
at a point over a specific time period.

3A typical revenue requirement will be comprised of the following:

Operations& Maintenance Costs + Taxes + Depreciation + Return = Revenue Requirement

Looking more specifically at the “fair” return for a pipeline in the cost of service regulation terminology, the return
is typically determined through a rate base. A rate base is defined as a pipeline’s gross plant in service less its
accumulated depreciation. You then earn a return based on an assumed capital structure the regulator sets. Those
portions of debt and equity then earn a return based on your cost of debt and cost of equity, both of which are
determined by the regulator. The cost of debt is typically based on a pipeline’s outstanding debt. In contrast, the
cost of capital is determined through regulatory proceedings utilizing various financial models to determine an
appropriate cost of equity for the pipeline based on similarly risky assets (mainly other pipeline systems).
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For primary contract holders, the value of transportation tends to rise when there are substantial
price differentials between natural gas trading hubs. Consequently, we expect to observe in-
creased capacity releases from these customers when such differentials widen. Additionally, it
is important to note that many natural gas end-users either do not possess transportation capac-
ity on interstate pipeline systems or are not connected to natural gas distribution utilities. These
customers are often industrial facilities, agricultural operations, smaller power generation facil-
ities, and natural gas retailers. Thus, many of these natural gas end users rely on natural gas

marketers to meet their gas needs in terms of supply and transportation.

These end users lack pipeline transportation capacity mainly due to concerns about creditwor-
thiness and balance sheet obligations. The credit obligations necessary for a company to hold
pipeline transportation services are often steep, and most companies cannot meet them. For
example, a typical credit evaluation criterion for firm service on a natural gas pipeline is to
provide security guarantees for three months of firm service at the maximum tariff rate for the
entire volume of your contract. This requires companies to have large amounts of cash on hand
(in the form of an advance deposit), a strong standing letter of credit from a financial institution,
an acceptable security interest in collateral, or a guarantee from a more credit-worthy parent
company. As for the balance sheet obligations, given the take-or-pay nature of natural gas
transportation firm service contracts, financial institutions view these transportation contracts
as debt obligations. If a company were to take out large amounts of transportation capacity, this
would result in a large liability on their balance sheet, which may impact their credit metrics,

impacting their ability to secure their own financing and financial obligations.

Given these restrictive requirements, many of these end users rely on marketers to arrange for
the supply and transportation of their gas needs. This comes at an increased cost to the end user,
as marketers often require a service fee or markup for arranging the supply and transportation

of natural gas.

Since these end users rely on marketers to provide them service when unexpected shocks in
demand happen, either to end-use residential, commercial, and industrial demand (increased
demand for natural gas retailers) or unexpected shocks in their various industries that do not
impact demand for gas utilities/retailers (for example an increase in demand for steel produc-
tion) they often turn to marketers to supply them with additional natural gas. While the primary
market for natural gas transportation is mainly held by utilities to meet their regulatory obli-
gations, they do not require the full use of their transportation capacity for most periods of the
year. They would prefer to release that capacity to a marketer who will ultimately provide the

transportation services to another end user.
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4.3 Data

We utilize four datasets in our analysis—first, the index of customer data. An index of cus-
tomers provides each specific contract on a pipeline system, including which shipper holds that
contract, the start and end dates of the contract, the type and path of the service, the amount of
pipeline capacity the shipper can utilize, and the contract rate. In the United States, pipelines
regulated by the Federal Energy Regulatory Commission (FERC) are required to publish an
index of customers from which we obtain our data. Second, the capacity release data from each
pipeline system, which includes details such as the transaction date, type of contract, duration
of the contract, rate, and options associated with the contract (such as recall or reput informa-
tion).* Third, the daily spot prices of natural gas at all US-based hubs, which Capital 1Q Pro
compiles. We obtained the first three datasets from 2004 to 2023.% Last, we use geographic data
from the U.S. Energy Information Administration (EIA) to gather information about the entire
U.S. interstate natural gas pipeline system and the locations of major natural gas gateways and
hubs.

4.3.1 Descriptives for the Primary Market

We first provide summary statistics for the long-term contracts in the primary market for se-
lected pipelines. Across our sample, the average duration of a contract is approximately nine

years.

Table 4.1: Contract Duration (In Months)

Pipeline p5 p25 p50 p75 Mean Max
El Paso Natural 9 57 115 180 122 475
Natural Gas Pipe 12 36 60 120 84 432
Texas Eastern 13 48 105 184 118 612
Transwestern 4 12 36 101 65 361
All Sample 12 36 72 154 100 612

Next, we provide insight into the competitive landscape of the industry. Table 4.2 shows the

overview of market concentration in U.S. Interstate Pipelines.

“With the advent of the capacity release market, the FERC required pipelines to openly post the deals that their
service requesters were seeking to transact (FERC Order No. 636, et al.).

SWhile all of this data is technically public information, most pipelines periodically delete information from
past transactions, such as contracts signed in the capacity release market. We purchase the entire history of the
capacity release market and spot prices at hubs between 2004 and 2023 from the Capital IQ Pro database to access
historical data.
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Table 4.2: U.S. Market Share: Top 5 Interstate Pipelines by Capacity (2022)

Pipeline Market Share
Transcontinental Gas P L Co A

Texas Eastern Trans Corp .08
Tennessee Gas Pipeline Co .08
ANR Pipeline Co .05
Rockies Express Pipeline .04
Mean .006

N 170

Table 4.3 shows the major contract holders in the primary market. The data indicate that the
top 5 companies own 75% of interstate pipeline capacity. The market power observed in the
primary market will significantly impact who can participate in the capacity release market
(the secondary market) and will affect shippers’ decisions to release capacity during demand or

supply shocks.

Table 4.3: Top 10 Contract Holders by Capacity in the Primary Market (2022)

Primary Owner Market Share
Kinder Morgan 195
TC Energy 192
Enbridge 151
The Williams Companies A2
Energy Transfer q
Tallgrass Energy .05
Boardwalk Pipeline .035
Berkshire Hathaway .032
Boardwalk Pipelines .024
Dominion Energy .024
Mean .013
N 76

4.3.2 Descriptives for the Secondary Market

Regarding the capacity release market, we first demonstrate its importance. Table 4.4 shows the
amount released in the secondary market compared to the primary market. The percentage of
the amount released is calculated at the Pipeline-Shipper-Quarterly level, using the Max Daily
Transport quantity as a basis. The result shows that in any quarter, on average 30% of capacity

is being treaded on the secondary market.
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Table 4.4: Amount Released in Comparison to [OC Data (Quarterly)

p25 p50 p75 Mean Max
Proportion of quantity released 2.3% 6.8% 25.0% 32.4% 4212.7%

Next, we examine the percentage of shippers participating in the capacity release market at any
point during the contract period. Table 4.5 reveals that 40% of shippers holding long-term con-
tracts participate in the capacity release market. This underscores the significant importance
and active usage of the secondary market in this industry. The data therein highlights substan-
tial variations in both the number of capacity releases and the number of participants in the

secondary market across different pipeline systems every quarter.

Table 4.5: Number of Shippers That Are Within the Secondary Market

Not in the Capacity Release Market 555  60%
In the market 373 40%
Total 928 100%

Table 4.6 shows the average duration of a contract in the capacity release market. Most contracts
last a month, with some lasting half a year or a whole year. It is rare for a contract in the
secondary market to last for more than a year. Figure 4.3 illustrates the distribution of contract

durations.

Table 4.6: Contract Durations in the Capacity Release Market (Days)

Mean p5 p50 p95 Min Max
Contract Duration 85.17 27 30 364 1 1000

In the capacity release market, there are several options that a contract might include: recallable,
reputable, capacity resale allowed, affiliation of the counterparty with the contracting party, and
inclusion of previously released capacity. Table 4.7 shows the percentage of contracts that

feature these options.

We then present data descriptives to illustrate the interactions between releasers and replacers
in the secondary market. The selected pipelines are “El Paso Texas Pipeline”, “Texas Eastern
Transmission”, “Natural Gas Pipeline Company of America” (NGPL), and the Transwestern
Pipeline. We observe data between 2006 and 2023. Using the points identifiers for the contracts,

we were able to separate capacity release between different categories:
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Table 4.7: Percentage of Contracts With Different Options
Resale . Previously
Year Recallable Reputable Allowed Affiliate Released
2006 72% 58% 72% 0% 13%
2011 93% 65% 92% 1% 12%
2016 97% 78% 97% 0% 6%
2021 98% 78% 96% 0% 18%

Table 4.8: Distribution of sub-contracts by category—Selected pipelines

Number of sub-contracts

Percentage

Compressor
Delivery to End User
Delivery to an LDC
Exchange

Gas Processing Plant
Gathering
Interconnect

LNG

Park and Loan

Pool

Power Plant

Receipt by LDC
Segment

Stand Alone Meter
Storage Injection
Storage Quantity
Storage Withdrawal
Unknown

Wellhead

Total

984
3,057
58,877
59
458
278
53,146
36
1
3,662
93
79
313
3,033
264
19,093
352
973
1,265
146,023

0.7
2.1
40.3
0.0
0.3
0.2
36.4
0.0
0.0
2.5
0.1
0.1
0.2
2.1
0.2
13.1
0.2
0.7
0.9
100.0

Notes: A sub-contract is defined as an agreement on capacity release at a specific

point, as part of larger capacity release contracts.
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Figure 4.3: Distribution of Contract Durations

We aggregate these categories into local distribution companies (LDC), storage, and others
(where others are mostly comprised of transmission between pipelines). Additionally, we sep-
arated contracts into two types based on the frequency of contracts between the same shippers

on a pipeline: (1) Met < 5 times and (2) Met > 5 times.

We refer to shippers that met more than five times as engaged in long-term relationships. These

categories will help us understand the results of the event studies.

4.4 Emprical Model and Results

4.4.1 Event Study — Investigation of a Cold Wave
February 2021 Cold Wave

In February 2021, an extraordinary cold wave, driven by a polar vortex’s southward shift fol-
lowing a sudden stratospheric warming, swept across Canada, the United States, and northern
Mexico. This rare meteorological event led to severe winter storms, unprecedented snow, and

cold temperatures in states forming the deep south, such as Texas, Oklahoma, and Arkansas.

This cold wave led to an unexpected demand increase for home heating, affecting demand for
natural gas as a direct heat source for homes and indirectly through electricity generation. In
states such as Texas, natural gas directly heats 35% of homes, and electricity heats the remaining
65%. Meanwhile, natural gas is responsible for over 50% of electricity generation.® We expect

this cold wave to have led to unprecedented pressure on natural gas pipelines, not only due to

®Texas uses natural gas for electricity generation and home heating.


https://www.eia.gov/todayinenergy/detail.php?id=47116
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Figure 4.4: Temperature Deviation From Historical Average — February 2021

Notes: Temperatures are expressed as deviation (in Fahrenheit) from average temperatures during the 20" century
across Skm grid points. Source: National Center for Environmental Information (NCEI).

the unexpected rise in demand but also as some pipeline segments froze and burst, disrupting

some of the supply.’

In this section, we investigate the secondary market’s role in allocating natural gas capacity
during the cold wave, some of the mechanisms underlying this effect, and potential trade-offs
associated with the secondary market. We first investigate a simple difference-in-difference
event study that allows us to compare outcomes between treated and control pipelines through-
out the cold wave. Outcomes such as contracted quantity may have persisted in the weeks

following the shock because the end date was not known ex-ante.
Defining Control and Treatment Pipelines

To define control and treatment pipelines, we looked at interstate pipelines with a similar activity
ratio in the secondary market relative to the pipeline’s total capacity and location. We chose
El Paso Natural Gas Company as a treated pipeline, which transports gas from the San Juan,
Permian, and Anadarko basins to selected states, including Texas and Oklahoma. The El Paso
pipeline is a good candidate because it covers most hubs that saw massive hikes in natural
gas prices relative to prices at Henry Hub during the cold wave. Prices in southwestern Texas
and southeastern California rose between 10 and 25 times the national benchmark due to the
unprecedented uptake in demand. Panel (b) of Figure 4.5 shows the map of the treated pipeline
with selected hubs.

As a control, we chose the Gas Transmission Northwest pipeline (GTN), which takes gas from

"February 2021 North American cold wave.


https://en.wikipedia.org/wiki/February_2021_North_American_cold_wave
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(a) Control Pipeline (b) Treated Pipeline

Figure 4.5: Treated and Control Pipeline Maps With Selected Hubs

Western Canada and takes it to Northern California—in contrast to abnormal weather variation
in Texas, Figure 4.4 indicates that Northern California was not affected by the cold wave because
temperatures did not deviate from historical averages. Panel (a) of Figure 4.5 shows the control

pipeline map.

To further validate the categorization of treated and control groups, we calculate the price of
natural gas at selected hubs served by treated and control pipelines relative to the Henry Hub
benchmark. Figure 4.6 shows the prices. We can see that during and after the cold wave, the
relative prices at control hubs are quite stable. However, for treated hubs, there is a spike in gas

prices during the cold wave.

257 pGaE Gate/HH

— Malin/HH

25- —— SoCal Border/HH
—— SoCal CityGate/HH
—— PG&E South/HH
20 El Paso Permian/HH
—— Waha/HH

20

Price
Price

| |
| |
1 1
| |
| |
| |
| |
1 1
| |
| |
| |
| |
1 1
| |
| |
| |
| |
1 1
| |
| |
| |
1 1
| |
| |
| |
T ==
I I

:::_\——,‘:\/i

Of W Of J

I

T T T T T T T T
01jan2021 01feb2021 01mar2021 01apr20z 01jan2021 01feb2021 01mar2021 01apr20z
Date Date

(a) Relative Price at Control Hubs (b) Relative Price at Treated Hubs
Figure 4.6: Prices Relative to Henry Hub
Notes: This figure plots the price of natural gas at selected hubs served by treated pipelines relative to the Henry

Hub benchmark. The dotted red lines correspond to the official beginning of the cold wave (February 6", 2021)
and the end of the cold wave (February 221 2021).

As discussed by Marmer, Shapiro and MacAvoy (2007), the possibility for arbitrage could imply

that the entire pipeline network is treated as intermediaries buy gas from unaffected regions
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(here, the West Coast) and sell it in affected regions (the Deep South). However, such arbitrage
would increase demand at unaffected hubs and raise gas prices. We do not see a large price
rise at unaffected hubs such as Malin and PG&E Citygate (which serves San Francisco). Just
as Marmer et al. (2007) found, there are likely important bottlenecks in the system preventing
arbitrage between regions far away from each other. While the El Paso pipeline is a larger
pipeline system than the GTN pipeline, the average percentage of capacity from the capacity

release market is similar across both pipelines.

4.4.2 Difference-In-Difference Analysis

We perform a difference-in-difference event study with a single treated pipeline and a single
control pipeline, allowing us to investigate the effect using a parsimonious two-way fixed-effects
specification. We cannot rule out anticipation as shippers try to predict adverse weather events.
Such extreme events may be correlated with temperature patterns over an extended period, such
as an abnormally cold winter. We also cannot rule out persistent effects because shippers make
decisions on capacity release without knowing the end date of the demand shock and may want
to air on the side of caution in the aftermath of the cold wave. Polar vortices can last from a few

days to multiple months.

We allow for anticipation and persistence by investigating the effect in a larger window around
the cold wave. As Figure 4.7 suggests, capacity released in the secondary market during the
cold wave significantly increased in the El Paso pipeline (by 30% immediately following the
beginning of the cold wave). It did not increase in the GTN pipeline. However, there was also a
significant increase in capacity release for El Paso relative to GTN one month prior to the cold

wave, which persisted up to one month after the cold wave.

We also need to account for important seasonal variations across both pipelines. A careful look
at the time series of capacity released in the secondary market outside of the window around the
cold wave suggests a very distinct time series across pipelines. Much of the variation around the
cold wave may obfuscate important seasonal patterns. Much of this variation can be attributed
to pipeline-specific seasonal variation, in which different shippers make recurring contracts
with each other. For example, utilities may lease some of their capacity to power plants every

Summer.

As shown in the main specification below, we allow for heterogeneous seasonal variation across
pipelines to account for this rich heterogeneity. To study the causal effect of the 2021 cold wave

on capacity released, we then propose the following two-way fixed effects specification:
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Figure 4.7: Total Capacity in Secondary Market by Pipeline

Notes: The outcome variation displayed in this figure is the total capacity available in the secondary market each
week. It is constructed by aggregating all contracts signed on previous dates with contracted capacity released
during the current week. In the time axis, each month’s tick corresponds to the end of the month. The dashed black
lines correspond to the cold wave’s beginning and end.

10
Vi = @i+ @+ qho+ ) BuDiyn + € (4.1)
m=-5

Where i indexes pipeline, t indexes weeks. y;, is the log of capacity available in week ¢ from the
secondary market. g;, are pipeline-specific seasonality controls. These include week of the year

(1-52) and year of observation. D;,_,, 1s a treatment indicator defined as follows:

D 1 if i is treated and we are ¢ — m weeks relative to start of cold wave
ijt-m —
0 otherwise

The outcome variable y;, aggregates all contracts signed at previous dates ¢ — k that have con-
tracted capacity to be released at . Since most contracts are signed for one month, there is
mechanically a lot of auto-correlation in y;. We cluster standard errors at the monthly level to

conduct autocorrelation-robust inference within 30-day periods.

To visualize the results, we follow the approach of Freyaldenhoven, Hansen and Shapiro (2019)
by normalizing the treatment effect one week before the shock, plotting the cumulative treat-
ment effect in a window around treatment. Under a null hypothesis that the cold wave was

not anticipated, lasted throughout February (4 weeks), and did not have persistent effects, the
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cumulative treatment effect would be defined as:

0 fork <0
Ve =2k oBn forl<k<4
0 fork > 4

However, as discussed earlier, shippers may anticipate an abnormally cold winter as they predict
natural gas requirements before the winter starts. As discussed previously, there is likely much
persistence in these treatment effects since contracts are signed without knowing when the cold
wave will end. For these reasons, we plot an estimate of the cumulative effect up to five weeks
before and ten weeks after the beginning of the cold wave, along with 95% confidence intervals.

We then define estimates of the cumulative event path as follows:

P = Zr_nlz—kBm for-5<k<0 (42)
= A '
kB for0<k<10

m=0

To investigate anticipation and persistence more formally, we also present the results from a
specification that aggregates the effect up to 2 months prior to the cold wave and two months

after the cold wave using the following specification:

T
Yie = @i + @; + q;;0 + BaDisedgec20 + BiDisejam21 B Diseferri

Treated pipeline two months before

+ﬁmDi,t€mar21 +ﬁaDi,t€apr21 +Eit (43)

Treated pipeline two months after

4.4.3 Results — El Paso (Treatment) and GTN (Control)

Figure 4.8 shows the estimated cumulative event path from the main specification in Equation
4.1. While we do not find statistically significant violations of the pre-trend assumption, these
results do not suggest a lack of anticipation. Rather, it should be interpreted as a lack of antic-
ipation that the cold wave would start earlier than planned. Anticipation is directly embedded
in the outcome variables, aggregating previously signed contracts. On the other hand, we find
large and significant persistent effects many weeks after the cold wave, suggesting that shippers
did not know when the demand shock would end. Overall, the cold wave caused an increase in

capacity release by an average of 50% across the duration of the cold wave. See Table 4.9.
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Figure 4.8: Baseline Cumulative Event Path

Notes: This figure plots the event path specified in equation 4.2 along with 95% confidence intervals. Specifically,
we plot the cumulative effect of the February 2021 cold wave on the quantity of pipeline capacity contracted in
the secondary market. Specifically, this quantity is defined as the total quantity released in the current week,
aggregating all contracts signed prior to and up to the current week. We do so because many contracts are often
signed weeks before the capacity is released. We exclude contracts that are signed for periods of one year or more.

To further validate these findings, we performed a robustness check by imposing a placebo cold

wave one year before, in 2020, and found no evidence of a placebo treatment effect.
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Figure 4.9: Placebo Cold Wave (One Year Before)

Secondary Market and Search Costs

To investigate trade-offs associated with a deregulated secondary market, we first provide ev-

idence that the cold wave, interpreted as a demand shock, increased the search cost between
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Table 4.9: Main Results — Average Effect of Cold Wave on Capacity Release

Real cold wave Placebo cold wave
(log) Capacity (log) Capacity

I(Two Months Before x Treated) 0.251 0.349
(0.376) (0.405)
I(One Month Before x Treated) 0.215 -0.112
(0.336) (0.331)
I(During x Treated) 0.579 -0.203
(0.237) (0.242)
I(One Month After x Treated) 0.674** -0.130
(0.280) (0.278)
I(Two Months After x Treated) -0.266 0.624**
(0.338) (0.294)
N 1,278 1,278
adj. R? 0.784 0.782

Notes: Standard errors in parentheses. * p < 0.10, ** p < 0.05, ™ p < 0.01

Notes: these results are exactly as specified in Equation 4.3. As such, they are not the cumulative treatment effects
but the average treatment effect across the specified period. The first column presents results of the real cold wave,
whereas the second column presents results for the placebo cold wave (one year earlier), including two months
before and after this placebo cold wave.

a releasing and a replacement shipper. As argued previously, the secondary market provides a
mechanism to reduce these search costs by fostering the formation of long-term relationships.
Indeed, more than 95% of contracts in the secondary market are private arrangements between
shippers, and shippers often use these private arrangements to form long-term relationships. We
now argue that these long-term relationships are crucial when shippers face large unexpected

demand shocks such as the cold wave of 2021.

To be consistent with our classification in Section 4.3, we group all contracts from the secondary
market into two categories: contracts between shippers that met less than five times in the past
(which we call new relationships) and contracts between shippers that met more than five times
in the past (which we call long-term relationships). Below is the distribution of relationship

frequency between shippers:

We then re-estimate the two-way fixed effects regression of equation 4.1 separately by groups.
When grouping the contracts by relationship frequency in Figure 4.10, we find that the effect of
the cold wave on capacity released is overwhelmingly driven by long-term partners. Moreover,
the effect nearly doubles when narrowing down on long-term partners. On average, we find

that the cold wave caused an increase in capacity between long-term partners by approximately
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Table 4.10: Distribution of Relationship Frequency by Pipeline

Frequency of Identical Shippers El Paso (Treatment) GTN (Control)
Signing Contracts Percentage (%) of Contracts Percentage (%) of Contracts
Never met 1 2
Met > 0 but < 5 times 22 9
Met > 5 but < 10 times 18 16
Met > 10 but < 15 times 15 10
Met > 15 but < 20 times 8 5
Met > 20 but < 25 times 9 25
Met > 25 but < 30 times 7 5
Met > 30 times 20 28
Total 100 100

Notes: The distribution corresponds to the percentage of unique contracts signed between shippers.
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Figure 4.10: Cumulative Event Path by Relationship Length

Finding new partners has a high search cost, and the opportunity cost of searching is high
in times of unexpected shock. For this reason, shippers reduce the search cost by leveraging
their existing relationships. Moreover, the secondary market provides a platform for shippers
to form new relationships during normal times, which can be leveraged during shocks. In
this context, the secondary market provides a mechanism to reduce the search cost. Due to
the FERC regulation, which mandates that all contracts be posted on public platforms, the
secondary market fosters the formation of long-term relationships by providing shippers with

daily information on the key players in each market.

We further substantiate this narrative that the cold wave is associated with a higher opportunity

cost of searching by looking at the characteristics of contracts during the cold wave. Indeed,
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what drives the main result is not an increase in the number of contracts, which would be costly,

but rather an increase in the average quantity released by contract.
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Figure 4.11: Event Path — Number of Contracts and Quantity per Contract

Table 4.11: Average Effect of Cold Wave — Extensive and Intensive Marigns

7

(log) Number of Contracts

(log) Average Quantity per Contract

I(Two Months Before x Treated) 1.146™ -0.895*
(0.141) (0.290)
I(One Month Before x Treated) -0.194 0.409*
(0.125) (0.229)
I(During x Treated) 0.003 0.577*
(0.126) (0.166)
I(One Month After x Treated) 0.084 0.589"*
(0.152) (0.174)
I(Two Months After x Treated) -0.229 -0.037
(0.160) (0.210)
N 1,278 1,278
adj. R? 0.726 0.860

Notes: Standard errors in parentheses. * p < 0.10, ** p < 0.05, ™" p < 0.01

8

9 10+

While this narrative on search costs is broadly consistent with the literature, there is one key

difference. In the literature on intermediation with search costs (Gehrig, 1993, Spulber, 1996),

it is often assumed that parties on two sides of a market can either engage in search or go

through an intermediary to avoid search costs. In our case, the margin to reduce search cost

is forming relationships between an intermediary (the replacer) and a releaser. This means

that the presence of an intermediary does not eliminate search costs. We also argue that both

releasers and replacers engage in search. The replacers search for available capacity when they

face arbitrage opportunities between hubs. Releasers search for buyers when they do not need

capacity to avoid paying reservation fees for unused capacity.
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Market Power

While the secondary market provides a platform for shippers to reduce search costs of releasing
capacity, it is also largely unregulated. For the majority of contracts signed, releasing and
replacement shippers can freely negotiate a contract rate, which can be below, equal, or above

what the releaser pays to the pipeline.?

Deregulation can incentivize market participants to
engage in the secondary market but can also introduce market power, causing friction. We now
investigate market concentration across different pipelines and zones. We find evidence that
some markets have more concentrated releasers, while some have more concentrated replacers,
and some have both. We relate this variation in market concentration to capacity release prices
and find that releasers (replacers) with a higher market share tend to charge higher (lower)

prices.

Table 4.12: Summary Statistics — Market Power and Prices (Secondary Market)

Replacer HHI Releaser HHI P < Max Price = Max P> Max P=0

El Paso 1,660 4,821 0.81 0.15 0.04 0.21
GTN 1,723 4,746 0.21 0.75 0.04 0.03
GL 5,366 5,491 0.48 0.51 0.01 0.33
NGPL 1,529 1,769 0.68 0.24 0.08 0.09
Texas Eastern 2,708 1,586 0.50 0.42 0.08 0.32
Transwestern 1,889 2,685 0.95 0.03 0.02 0.15

Notes: In this Table, P refers to the tariff charged for a specific section of a contract in the secondary market, and
always has two parts: a reservation fee and a volumetric charge based on gas flown. For example, a shipper can
release capacity between delivery point A and receipt point B and between delivery point B and receipt point C.
In this case, there would be four prices. Max corresponds to the maximum tariff set by the FERC for those four
prices. HHI refers to the Herfindahl-Hirschman index.

Table 4.12 summarizes market concentration across selected pipelines with considerable activ-
ity on the secondary market. We find substantial variation in market power across pipelines.
For example, the Great Lakes (GL) pipeline has a high concentration of replacers and releasers,
whereas El Paso has a low concentration of replacers but a high concentration of releasers. We
also find lots of variation in average tariffs relative to the tariffs. Since the FERC sets these
maximum tariffs specific to delivery and receipt points, they vary widely across contracts and
provide a benchmark for comparing tariffs. However, Table 4.12 does not suggest a monotonic-

ity between releaser/replacer market power and prices. For example, both El Paso and GTN

8There are some exceptions. Certain contracts cannot have a rate above some maximum threshold the FERC
sets. This constraint is based on the contract duration. Tariffs on capacity released for 31 days or less or one year
or more can vary freely. Tariffs on capacity released between 31 days and one year cannot exceed the maximum
tariffs. As Figure 4.3 suggests, the vast majority of contracts fall within the fully deregulated time constraints.
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have a high concentration of releasers relative to replacers, and tariffs are significantly more

likely to be below the maximum in EI Paso.

To understand this point better, we also show in Figure 4.12 that the cumulative distribution
of market power in releasing shippers tends to be highly correlated with the cumulative distri-
bution of market power for replacement shippers, which is likely to be correlated with market
thickness. Great Lakes is the most concentrated in both releasers and replacers, whereas NGPL
is the least concentrated. GTN and Transwestern are more concentrated in releasers and re-
placers than El Paso and Texas Eastern. For this reason, only looking at variation in market

concentration may not provide enough variation to investigate its effect on tariffs.
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Figure 4.12: Market Concentration Across Pipelines

Next, we investigate the role of releaser and replacer market power on tariffs in more detail.
Specifically, we investigate variation in market power at the individual releaser/replacer level.
We specified the following regression model, where we consider both the log of tariffs and the

log of tariffs relative to maximum tariffs as outcome variables:

T

l
cpity + IBrep InS rep,it + ﬁre In$§ relit €cpit

InY,i=a;,+a, + X;,B +7
Where p indexes a delivery and receipt point pair, ¢ indexes a contract, i indexes a pipeline, and
t indexes days. The main independent variables of interest are the market share of releasing and
replacement shippers signing the contract, InS ., and In S, ; respectively. For robustness, I
consider various specifications for this market share: (1) total pipeline market share (constant
across all years); (2) annual pipeline market share; (3) total market share in pipeline-specific

zones (constant across all years); and (4) annual market share in pipeline-specific zones.
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X;; are seasonal adjustments that vary by pipelines, and Z; are control variables and include
relationship length between shippers and other contract characteristics such as contract dura-
tion. a), are pipeline-specific delivery-receipt point fixed effects, so they absorb pipeline fixed
effects, and o, are week fixed effects. Here, 577 and 8! capture variation in market share across
shippers and within shippers over time because we omit shipper fixed effects.” All the results

are robust to the inclusion/exclusion of all control variables, fixed effects, and seasonality.

Table 4.13: Estimation Results — Log Tarrifs

), (2) (3) 4)
Releaser share 0.088"*
(0.003)
Replacer share -0.040*
(0.001)
Annual releaser share 0.063"
(0.003)
Annual replacer share -0.042*
(0.001)
Zone releaser share 0.113™
(0.003)
Zone replacer share -0.037*
(0.001)
Annual zone releaser share 0.103"
(0.003)
Annual zone releaser share -0.040*
(0.001)
Time FE Yes Yes Yes Yes
Pipeline FE Yes Yes Yes Yes
Delivery and Receipt point FE Yes Yes Yes Yes
N 86,112 86,082 78,778 78,657
adj. R? 0.777 0.773 0.726 0.721

Standard errors in parentheses
* p<0.10,* p <0.05,* p <0.01, ™ p <0.001

The results in Table 4.13 suggest a strong relationship between market share and tariffs charged,
both for replacers and releasers, suggestive of price-setting behavior. Moreover, this relationship
is twice as large for releasers. Remembering that releasers benefit from higher tariffs (supply)
and replacers benefit from lower tariffs (demand), a 1% increase in releaser market share is

associated with a 0.09% increase in tariffs, whereas a 1% increase in replacer market share is

9We also tried including shipper fixed effects, but there is not enough remaining variation (e.g., only over time
within shippers) because market shares tend to be fairly consistent over time.
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associated with a 0.04% decrease in tariffs.

These results suggest two-sided market power. In such a context, it is unclear what the welfare
implications of partially deregulating the natural gas transportation industry through its sec-
ondary market are. On the one hand, the secondary market allows tariffs to vary over time and
respond to fluctuations in supply and demand. These tariffs are otherwise constant and set by
long-term contracts in the primary market, which may prevent the efficient allocation of capac-
ity, particularly during shocks. On the other hand, Deregulation of pipeline capacity implies that
market participants influence tariffs based on their market share, as seen in Table 4.13, which
may restrict the allocation of capacity. Thus, the aggregate implications are unclear, and there
may be significant variation across pipelines and regions. We plan to investigate these welfare

implications in future research.

4.5 Conclusion

This paper investigates a major deregulation effort in a highly regulated industry characterized
by natural monopolies: the secondary market for natural gas capacity release. It is one of the
first empirical investigations of a real Coasian market in which market participants can trade
legal entitlements, allowing us to shed light on the resilience of supply chains, particularly
on the supply of natural gas during periods of high demand. Our results highlight that the
secondary market is an important market constituent during shocks, as evidenced by the large
and persistent increase in capacity released in that market during the February 2021 cold wave
in Texas. We argue that the secondary market improves the efficiency of capacity allocation
by deregulating transportation tariffs and providing information to market participants, which
fosters the formation of long-term relationships between releasers and replacers. However,
deregulation comes at a cost, and we find evidence of market power that reflects price-setting

behavior from both releasers and replacers.

Bibliography

Avalos, Roger, Timothy Fitzgerald, and Randal R. Rucker, ‘“Measuring the effects of natu-
ral gas pipeline constraints on regional pricing and market integration,” Energy Economics,
2016, 60.

Bathiany, Sebastian et al., “Climate Models Predict Increasing Temperature Variability in Poor

Countries,” Sciences Advances, 2018, 4.



Chapter 4 — Long-Term Contracts and Secondary Markets: Theory and Evidence from Natural
Gas Pipelines 114

Berger, David W., Kyle F. Herkenhoff, Andreas R. Kostgl, and Simon Mongey, “An
Anatomy of Monopsony: Search Frictions, Amenities and Bargaining in Concentrated Mar-
kets,” NBER Working Paper No. 31149, 2023.

Brown, Stephen P.A. and Mine K. Yiicel, “Deliverability and regional pricing in U.S. natural
gas markets,” Energy Economics, 2008, 30.

Chen, Yanyou, “Network Structure and Efficiency Gains from Mergers: Evidence from U.S.
Freight Railroads,” 2023.

Freyaldenhoven, Simon, Christian Hansen, and Jesse M. Shapiro, “Pre-Event Trends in the

Panel Event-Study Design,” American Economics Review, 2019, 109 (9).

_ ,_ ,Jorge Pérez Pérez, and Jesse M. Shapiro, “Visualization, identification, and estimation
in the linear panel event-study design,” Advances in Economics and Econometrics: Twelfth
World Congress, 2024.

Gehrig, Thomas, “Intermediation in Search Markets,” Journal of Economics & Management
Strategy, 1993, 2.

Gongalves, Ana C. R., Xurxo Costoya, Raquel Nieto, and Margarida L. R. Liberato, “Ex-
treme weather events on energy systems: A comprehensive review on impacts, mitigation,

and adaptation measures,” Sustainable Energy Research, 2024, 11.

Harris, Adam and Thi Mai Anh Nguyen, “Long-Term Relationships and the Spot Market:
Evidence from US Trucking,” 2023.

Jasiunas, Justinas, Peter D. Lund, and Jani Mikkola, “Energy system resilience — A review,”

Renewable and Sustainable Energy Reviews, 2021, 150.

Marmer, Vadim, Dmitry Shapiro, and Paul MacAvoy, “Bottlenecks in regional markets for

natural gas transmission services,” Energy Economics, 2007, 29.

Miller, Douglas L., “An Introductory Guide to Event Study Models,” Journal of Economic
Perspectives, 2023, 37 (2).

Oliver, Matthew E., Charles F. Mason, and David Finnoff, “Pipeline congestion and basis
differentials,” Journal of Regulatory Economics, 2014, 46.

Salz, Tobias, “Intermediation and Competition in Search Markets: An Empirical Case Study,”
Journal of Political Economy, 2022, 130 (2).



Chapter 4 — Long-Term Contracts and Secondary Markets: Theory and Evidence from Natural
Gas Pipelines 115

Spulber, Daniel F., “Market Microstructure and Intermediation,” Journal of Economic Perspec-
tives, 1996, 10 (3).

Wang, Bin, Michela Biasutti, Michael P. Byrne, Christopher Castro, Chih-Pei Chang,
Kerry Cook, Rong Fu, Alice MGrimm, Kyung Jaha, Harry Hendon et al., “Monsoons

climate change assessment,” Bulletin of the American Meteorological Society, 2021, 102.

Waseem, Muhammad and Saeed D. Manshadi, “Electricity grid resilience amid various nat-

ural disasters: challenges and solutions,” Electricity Journal, 2020, 33.



Appendix — Long-Term Contracts and Secondary Markets: Theory and Evidence from Natural
Gas Pipelines 116




117

Appendices

Appendix to Chapter 2

A Data

A.1 Details on Sampling Rules

In the ASI, Manufacturing plants are surveyed either as part of a census or as part of a sample.
All plants who qualify for the census are required to fill out the survey by the Government of
India’s Central Statistics Office. The remaining plants are surveyed based on stratified sampling
rules. The definition of census vs. sample and the sampling rules went through some changes
over the years. In 2008, all plants with more than 100 workers and multi-plant firms, as well as
plants in the lesser industrialized states (Manipur, Meghalaya, Nagaland, Tripura, Sikkim, and
Andaman Nicobar Islands), were part of the census. Strata were constructed by state/industry

pairs for the remaining plants, and 20% of plants were sampled within each stratum.

By 2016, the rules for a plant to be considered in the census expanded. Plants in the following
states with more than 75 workers were part of the census: Jammu Kashmir, Himachal Pradesh,
Rajasthan, Bihar, Chhattisgarh, and Kerala. Plants in the following states with more than 50
workers were part of the census: Chandigarh, Delhi, and Puducherry. Plants in the seven less
industrialized states were part of the census: Arunachal Pradesh, Manipur, Meghalaya, Naga-
land, Sikkim, Tripura, and Andaman Nicobar Islands. Lastly, the census included plants with

more than 100 workers in all other states.

A.2 Calculating Emissions

To get establishment-level measures of greenhouse gas emissions, I convert units of potential
energy (mmBtu) of each fuel into metric tons of carbon dioxide equivalent (CO,,) as a result of
combustion. Each mmBtu of fuel releases some quantity of carbon dioxide CO,, methane CH,,
and nitrous oxide N,O0 in the air, which may vary by industry based on standard practices and

technology. Emissions of chemical k for a plant in industry j can be calculated as follows:
emissions j = Z Z Lpij* e
7k
V k ={CO,,CH4,N,0} V¥ f = {Natural Gas, Coal, Oil, Electricity}
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The fuel-by-industry emission factors of each chemical {f; are found in the database provided
by GHG Platform India and come from two main sources: India’s Second Biennial Update
Report (BUR) to United Nations Framework Convention on Climate Change (UNFCCC) and
IPCC Guidelines. Quantities in mmBtu of each fuel e, are observed for each establishment in
each year. Then, quantities of each chemical are converted into carbon dioxide equivalent CO,e
using the Global Warming Potential (GWP) method as follows:

CO,, = GVVPCO2 *COy + GWPy « CHy + GWP, 5, * N,O
—_———

=1

From the calculations above, I can define fuel-specific emission factors that will be used to

directly convert fuels to CO,, (or GHG). For fuel f in industry j (excluding electricity),

Yrji = GWPCOZ * é/f,c02,j + GWPch4 * {f,ch4,j + GWPn20 * gf,nZo,j

Calculations of emissions from electricity are done slightly differently than from fossil fuels
because emissions come from production rather than end usage of electricity. Figure A.1 shows
that coal is used to consistently generate above 60% of total electricity in India, which increased
in 2010 and started to decrease after 2012.

.

80

60

40

20

73>-<:><¢£Z.><:§‘

2010 2012 2014 2016
Year

—&— Coal —=e@— Natural Gas
—e—— Hdro Nuclear and Renewables

Figure A.1: Annual Indian Electricity Generation by Source (% of Total)
Source: International Energy Agency (IEA)

To construct measures of emissions from electricity, I take the distribution of emissions from

different fuels used to produce electricity, averaged across years for the entire grid. Let w,f €



Appendix B — 119

[0,1] Vf € {Coal, Gas} be the share of fuel f used to generate electricity across the country,
then

Yej = Z Wef *Vfi

felcoal,gas)

Where ; is the emission intensity of fuel f and was defined above.Total GHG emissions for

plant i in industry j and year ¢ is then defined as:

GHGj; = ¥, * Ceijr T Z Yrj* €fije

felnatgas,coal,oil}

Below are the tables detailing emissions factors. Note that for oil, I take the average over all
petroleum fuels. The dispersion between oil types is much lower than the dispersion between

the average of oil and coal/gas.

Emission factors (kg CO,e/mmBtu)

Fuel Industry CO, CHy; N,O Total (yy))
Cement 10090 0.03 042 101.34
Non-ferrous metals 101.67 0.03 042 102.11

Coal Pulp and paper 101.59 0.03 042 102.04
Electricity generation 102.09 0.03 0.42 102.54
Other 98.84 0.03 042 99.29

Oil All 7734 0.09 0.17 77.59

Natural Gas  All 50.64 0.03 0.03 50.70

Table A.1: Emission Factors From Fuels to Carbon Dioxide Equivalent

Notes: Emission factors are defined as (s * GW Py (kg COe/mmBtu). Source: (?, Annexure 3)

Share of Electricity Generated by Source
Natural Gas Coal Hydro Other Emission factor (kg CO,e/mmBtu)
0.052 0.68 0.046 0.23 72.05

Table A.2: Emission Factors From Electricity
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Steel ProductFuel Set oil, elec oil, elec, coal oil, elec, gas oil, elec, gas, coal other Total
Pig iron 50.46 23.39 8.29 5.71 12.15 100
Direct reduced iron 62.42 22.53 4.89 2.31 7.85 100
Ingots 54.12 17.51 9.23 6.76 12.38 100
Ferro-alloy 51.42 24.05 491 4.11 15.51 100
Hot and cold-rolled steel ~ 38.32 21.14 15.00 14.80 10.75 100
Tubes 67.97 4.74 15.32 4.46 7.52 100
Wires 70.04 4.61 9.93 1.42 14.01 100
Other 47.59 19.79 10.35 9.96 12.30 100

Table A.3: Distribution of Fuels Sets by Steel Variety

A.3 Additional Evidence

B Model

B.1 Closing the Model: Aggregation Details

Given a mass of N, operating plants, income I, and aggregate demand shock e'", the representa-

tive consumer solves:

p

eF’ 1 p-1 =
Q;

{Yir}ﬁ\fngOr Nt

S.t. YOt + f P”‘Ylldl S It
Q;

“4)

Following ?, this can be separated into two problems. First, the consumers choose consumption
of the aggregate final good Y;, given some aggregate price index P, and aggregate demand shock

el

I's

€ oo

maxYy + —Y,
Y0[7Yt 9

S.t. Y01‘+P1Y1‘ SII

;1
The optimal consumption of the aggregate final good is given by Y,(P;) = (:%)H, and con-

=
sumption of the outside good is given by Yo, (P,) = I, = P,Y,(P,) = I, — er’ﬁP;‘g. Putting the
two together yields the indirect utility V, which corresponds to the consumer surplus due to
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quasi-linear preferences:

1
ITHPI—

t t

1 -9

— 0
V_I,+(—1_9)F

This is the same indirect utility function as in ?, augmented with an aggregate demand shock.

Consumer surplus is decreasing in the aggregate price index, keeping income constant. Then,

the representative consumer chooses which varieties to allocate for a given quantity of good Y,

by minimizing the cost of different varieties:

P

. 1 oot \PT
min f P,Y, st. Y, = (— f (NY;) » di)
¥ Jo N Jg

Solving this cost-minimization problem yields the following conditional demand for each vari-
ety:

Y,  Pi\-
()"

YY) = —

N, ®)

Combining both steps together yields the demand for each variety, corresponding to equation
2.4 in the main text:

1
elia  pu-o-1

Pz -0 P;‘D

Y, =

1
Where the aggregate price index is such that [ P,Y,di = P,Y, and is givenby P, = (+ Pl
gg g p Q, g y N; JQ,; © it

C Identification

C.1 Derivation of Estimating Equation for Outer Production Function

Production function:
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Y K —1 L -1 M -1 E -1 =
L@ vl Z)7 ()7 ra(2)7) ©®
Y K L M
~ =1 ~ o=l . o=l o=l 1%
=e(K,” +al; +auM, +aE” )" (7)
Where I define % =X,
Ly, My, E;, are flexible inputs
I observe the quantity for L; and K, but only spending for materials and energy: Sy, S g,
Profit-maximization subject to technology and demand constraint:
L_m:':_lx A {Pit(Yit)Yit — PmieMis — pEiEi — WtLit}
- o=l o=l _ o1 _o-1 (;L_’l
st Yy =Ye"(axK,” +a L, +ayM, +apE,”)
el % lz:(?)—n
Pl' Y,‘ = P &
t( t) (Nt Yit) t
First-order conditions:
M;;/Ly:
M,‘ a; S it\ o1 Ll'
==(—=)7 = (8)
M @ym S Lir L
E;/Ly:
E; ar S gin\oZ Li
==(==)"= )
E @E S Lir L
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el 1 ed=o- Lp—1 o-1 plot=D+1-no
( )pP a=op n(e‘*’”Y) » a/LL e =8,
Nt p it
ool Lol ~ ol Lol
Where ces;; = (akKl.t" +alL,” +a,M," +akE, )
Using the FOC for labor, I can solve for total factor productivity e“:
ewi[ﬂ;l — ?‘%1 p 1(&)/17’P1(_]p—(é|);)0) SL,‘/ Cesqa’_lz[:irll)_pl)*—]] (10)
— I, t o=l it
p—1nte a L’
Plug (10) into revenue equation:
Riy = Py(Y;)Yie
I, 1 +p(6— -
— (e_)LPtl ((g—(?)pl) YpTl euit
Nt it
iyt N
= (N, P, ( “laxk,” + il +ayM,” +apE,") e
p 1 ~ o-1 o-1 —1 o— 0
= ——(Q’KK”(T +CL’LL-t +Q’MM 7 +QEE ) i
p—1n
Plug ratio of FOCs (8) and (9) into the previous equation
1 K= Smi | Sk
R = £ Lzz(a,k —t) 1 M Et) it
p—1n @ Ly Srie St
P 1 Qg ~ll‘ JT_I )
= (Sl + —(=— + Sy +SEirle
L ( 1+ E(5) 7 ) 4 S+ S
Estimating Equation:
1 07 f(i O—;l
InR; = nppl ; +1n(sw(1 + a—"(z—‘) )+SM”+SEL-,)+M,~, (11)
- L~ Lig
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C.2 Computational Details on Solving the Dynamic Discrete Choice Model

I show how to iterate over the expected value function W until I Wl — || is small enough

with a very large state space, where for any set of states today s, 7.

W'(s,F)=v+ log( Z exp (7r(s, F)+DOF | F)+B f W"'(s", F)dF(s" | s)))

F'eF

To evaluate the expected value function, note that there are originally 12 state variables: prices
and productivity of all four fuels, hicks neutral productivity, the price of material inputs, year
of observation, and whether a plan is located near a pipeline. I can reduce the dimension of the
state space to 8 state variables, 2 of which are deterministic and 6 of which follow a Markov
process. The 6 Markovian state variables are hicks-neutral productivity z, price of materials p,,,
price/productivity of electricity p. /., price/productivity of oil p, /i, price/productivity of gas
D¢/ ¥, and price/productivity of coal p. /., which are allowed to be correlated. Then,

fW"“(s F)AF(s’ |s>—ff ffff W"(z, mi—g—z—zz—ftd)x

f Z/ ’ &po pg pc
R AN

A

d d dl’e dPO dPg dpc

Prm e Yo yg Ve

Pe Do Pg pL)
WS W W e

Where ¢ corresponds to the year of observation and d is an indicator of access to a natural gas
pipeline. I approximate this high dimensional expected value function by discretizing the state
space and the underlying Markov process. Since most state variables are highly persistent AR(1)
processes, I use Rouwenhorst (1995) to discretize the process. Let M be the number of points on
each grid. I am currently using M = 4, which gives me 4° = 4,096 grid points for the Markovian
state variables. When adding the six years of observations between 2010 and 2015 as well as the
access to the pipeline indicator, I get (4%) 62 = 49, 152. However, the curse of dimensionality
starts to kick in when I add the distribution of comparative advantages for gas and coal (see later
sections). With three possible values for gas and coal, this gives me nine possible combinations
of comparative advantages. Ultimately, I am left with (4°) * 6 * 2 % 9 = 442,368 grid points.
Using this discretization process, I can then represent the value function as a block matrix W
containing all state combinations. Let S be the set of all state variable combinations, I'(s” | s) be

the vector of all state transition probabilities when starting at state s (in vectorized form), Il be
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the vector of all possible profit combinations, % be the vector of all possible fuel set switching

costs. Then

Wy log( Z exp (H + RF") + B R T(s' | s)]TvT/)) (12)

F'eR SES

Lastly, to reduce the computational burden, I iterate over equation (12) by parallelizing across
all possible combinations of starting states using graphics processing units (GPU) Arrays with
CUDA. Computational gains using GPU Arrays are significant over standard CPU paralleliza-

tion. Detailed Julia code is available on my GitHub'”.

C.3 Details of Em Algorithm to Recover Distribution of Fixed Costs and

Comparative Advantages

The procedure to estimate the fixed costs parameters #; and the unselected, unconditional dis-
tribution of fuel-specific random effects is explained below. I experimented with both the ?
version that relies on a nested fixed point algorithm to update the value function and the ? that
uses the conditional choice probabilities (CCP) and forward simulations to update the value
function. In the main version of the paper, I am using the nested fixed point version with a large

grid for the state space as discussed in Appendix C.2.

n T

+ Z In f(sif | Sir-1562)

i=1 t=1

n T
In L(F,s|61,6,) = Z ln[Zﬂk[ HPF(?M | Fits Sits Mpi = Mi; 01, 62)
k

i=1 t=1

Vst FinsSitsHi=fi:01,62) )]

T
S| 5e( 1]
Z - ﬂ-k ZTCF evf(ﬁr Sits i =Mk 61.,02)

t=1

n T
DI f(sic | 5i1562)

i=1 =1

In principle, one can directly estimate both the fixed costs 8, and the distribution of comparative
advantages from the full information likelihood above. However, this is computationally very
expensive and rarely used in practice. For this reason, ? use Baye’s law to show that the first-
order conditions of the full information likelihood with respect to all parameters are the same
as the first-order conditions of the posterior likelihood with respect to fixed costs ; given some

prior guess of the distribution of unobserved heterogeneity. This is the key result that allows me

1Ohttps://github.com/emmanuelmurrayleclair/JMP
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to use the EM algorithm.

n T
6, = arg malen[zﬂk[ l_[ Pr(Firer | FieSies i = ,Uk;91,92)”
k t=1

01,62, i=1

Zp(/“lk | ?;7 Si;él’éZ’ ﬁ-) lnPr(%l‘+1 |?;l’ Si[’/'ti :luk; GlaéZ)
k

Estimation is iterative and proceeds as follows:

1. Estimate the distribution of state variables externally 6,. These stay fixed throughout the

procedure.

2. Initialize fixed cost parameters ) and guess some initial probabilities {r},, 73, ..., ). 1

use the distribution of selected random effects to initialize this distribution.

3. Do value function iteration (VFI) to update the expected value function W for all combi-
nations of state variables conditional on these guesses, where different realizations of the

random effects y, are just another state variable that is fixed over time.

W(s, F o 60, 6,) =y

+ log( Z exp (n(s, FY+KF'|F,s; 9(1)) +,BfW(s', F, i 9(1), 0,)dF (s’ | s; 92))

F'eF

4. Get posterior conditional probabilities that plant i is of type k, p'(u | F, i3 6%, 65, 7°),
according to Baye’s law:

]H(ﬂﬂ’)

”?ck[ I, [H(,tgp [Pr(?',-, | Sies i = ,Uk;g(f,éz)

Pl(llk | Fis i 9(1), @2,7T0) =
o 5 JT=)
[Tcr [P’”(ﬁt | Sirs i = ﬂk;91,92)]

Zkﬂg[ H1T=1

5. E-step: Update the unconditional comparative advantage probabilities as follows:

n 1 .00 ) 0
7'[]1( — Zi:lp (/’tk | Ti’ Sis 9179277[ ) vk
n
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6. M-step: Find fixed cost parameters ] that maximize the (log)-likelihood conditional on

current guess of unconditional and conditional probabilities 7}, o' (i | .)

7. Repeat 3-6 until the full information likelihood is minimized.

D Counterfactuals

D.1 Discretizing the Process for Fuel Prices and Productivity Separately

The problem to solve is that I need to separate fuel prices from fuel productivity when studying

the impact of a per-unit carbon tax levied on fossil fuels (ps;; + 7) because % = % wTTj

Initially, the model is estimated with a process for the log of fuel prices/productivity from

Equation 2.18, which I discretize into a Markov Chain. The Markov chain is a sequence of fuel

. « e . . m m m
prices/productivity realizations In o In v In U such that,
Pr( In Prist %, In Prit ,1n pfk_z, ) = Pr( In Prist n @)
feetl W Yper Ype Yl Yk
Pr(ln Prist n@) >0 V k
Upert! Wk

From this Markov chain for fuel price/productivity, I create two Markov Chains: one for prices

Inpsi,In pys, ... and one for productivity Ini sy, In sy, ... such that,

lnpfk = ln@ +ln¢//fk
¥ sk

Pr(lnpfk+1 | lnpfk) = Pr(lnwﬂm | lnl//f'k) = Pl"(h’l Prit1

Pre
nwfk)

l/’fk+1

To find the grid points for fuel prices and fuel productivity, I match the moments of the newly
constructed Markov chains with moments from the distribution of fuel prices, fuel productivity,
and other state variables in the data. All the moments I use include the variance of fuel prices,
the variance of fuel productivity, the covariance between fuel prices and fuel productivity, the
covariance between fuel prices and all other states, and the covariance between fuel productivity

and all other states.
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D.2 Shapley-Owen-Shorrocks Decomposition of the Carbon Tax Revenues
Along Subsidy Rate

Given a subsidy rate s € [0, 1] towards the fixed costs of natural gas, the function of interest
is the change in tax revenues/externality damages between the economy with subsidy s and the

economy with no subsidy:

AT (s) = T (s) — T(0)

=Bo( DB D treru(s)) ~Eo( D B ) reul0))
t=0 i t=0 i

1

Note that this function is implicitly a function of all state variables and the carbon tax rate. As
such, it can be decomposed into multiple arguments. The two arguments of interest here are
the total quantity of energy E, which corresponds to the scale effect (higher quantity of energy
equals higher quantities of all fuels), and the distribution of fuel sets in the economy ¥, which

corresponds to the substitution effect. Then, expected tax revenues can be rewritten as:

AT (E(s), F(s) )=T(E(s),F(s)—T(EQ),FO0))
—_—— ——

scale  substitution

= Bo( ), B D rresulEu(), Fils) = Bo ( D B ) 7resil Eu(0), Fil0)))
=0

i t=0 i

Here, I define the null case for both scale @ and substitution @ arguments as the case with no

substitute, such that the function is well defined, satisfying the criteria laid out in ?.

AT (0, 07) = T(E(0),F(0) = T(E(0),7(0)) =0

Since there are two arguments, there will always be only two submodels that can exclude each
argument: when the other argument is present and when it is not, with an associated probability
of % for each submodel. It is then quite easy to show that the total partial effect of adding the

scale and substitution effect, respectively, is as follows:
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Cucate = 5 (AT(E(s), F(5)) = AT (0p, F(5)) + (AT(E(s) 07) — AT (0, 0r))

N =

adding scale with substitution adding scale without substitution

1(Af/”(s) AT (0, F(5))) + (AT(E(s) 05))

(AT (E(s). F(5)) = AT (E(s), 05)) + (AT(@E,¢(S)) AT (0. 05))

| =

Csubstitution =

adding substitution with scale adding substitution without scale

= %(AT(S) — AT (E(s),05) + %(AT (0, F(5)))

Lastly, it can be seen that this decomposition satisfies the additive criteria laid out by ?:

1 1 1 1
Cueate + Cuubsiution = AT (8) = SAT (Op. F(5)) + S AT Op. F (5)) + AT (E(s), 0r) — AT (E(s), 0r)
= A7 (s)

D.3 Energy Production Function with Energy Productivity — Identifica-

tion and Results

The energy production function is as follows:

A

Ey = 'ﬁEiz( Z,Bfeﬁ)’ﬁ Z Br=1
}

f€Fu felo.g.c.e

Assuming that the log of energy productivity follows and AR(1) process with year dummies

Inyg, =u," + ,ut + Py INYEi + E ¥, the production function can be written in log as

L
In E; —:u() +:ut + 31 Zﬁfe ; +pl//ElnEit 1~ pl//E Zﬁfefn 1
feFi feFu
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This is very similar to the estimating equation for the fully flexible energy production function

in the main text, where e:.fE is the innovation to energy productivity between ¢ — 1 and ¢. As such,

it is independent of period ¢ — 1 decisions:

E(€," | Ty1) =0

However, this innovation is correlated with fuel choices at t. I instrument fuel choices at ¢
with aggregate variation in fuel prices due to exogenous reasons such as geopolitical events,
which I interact with the share of each fuel to generate electricity by Indian States. These
shift-share instruments are the same instruments proposed by ?, which I also use to estimate
demand in the main model. Together, these instruments and fuel choices at r — 1 form a set
of moment conditions that satisfy conditional independence of the error term and identify the
relevant parameters of the production function: A,8,, B, B., B.. Below are the estimates of the

production function:

Table D.1: Estimates of Energy Production Function with Energy Productivity

Steel

Elasticity of substitution A 2.173"*  (0.240)
Relative productivity of 0il 8,  0.099*** (0.011)
Relative productivity of gas Bg 0.049*  (0.012)
Relative productivity of coal 8. 0.426*** (0.033)

Observations 3459

Standard errors in parentheses
*p<0.1,% p<0.05* p<0.0l** p<0.001
Table D.2: Estimates of the Restricted Energy Production Function

Elasticity of the Price of Energy With Respect to Relative Fuel Prices

The price of energy in the fully flexible model is as follows:

1

P, = ( Z (Prultr) ™)™

feFu

and can be written in terms of price ratios for a given fuel (say gas), where pri; = pyit/ peir and
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likewise for i s,

1

PE, = pgit( Z (ﬁﬁt/&ﬂt)l—/l)m

S€Fu

The the elasticity of this price of energy with respect to relative fuel prices (say coal relative to
gas) is as follows:

dIn pg, 1 | P - A 0exp((1 = )(In pey — Ingy))
% = —[ £ (Z(Pﬁt/l/’fiz)) P Peir Wi
0(peie/ Pgir)  PE, |1 =4 fF d1n pyis
A
=

= %[pgif( Z (ﬁfit/&fit))/ 1 (ﬁcit/&cit)l_/l]

Ei f€Fi
— (ﬁcit/&cit)li/l — (pcit/l/’cit)li/l
Yrer BrilUri)' ™ ZperPriel W)™

Moreover, this elasticity is equal to the spending share of coal relative to all other fuels. To see

this, relative first-order conditions of the cost-minimization problem in (2.5) for two fuels (c, g)
are:

Peit M “3 Wen
Pyit B W gir€yir Wit
Cai _ (Pgit)ﬂ(lﬁcit)ﬂ

- Deit” Wit

egit

Multiplying both sides by relative prices, this yields:

Pcit€cit — (pcit/wcit)l_/l
Dyir€yir (pgit/‘pgit)l_/l

Summing across all relative fuel spending shares yields the elasticity:
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Pcitwcit

(pcit/l//ciz)l_/l

Zféﬂ Prit€fit - 2 fe‘}-',-,(pfit/ v fit)l_/l

D.4 Correlation Between Fuel Productivity and Hicks-Neutral Productiv-

ity

\ Total Factors Gas

Coal Oil Elec

Total Factors 1

Gas -0.19
Coal -0.11
Oil -0.24
elec -0.56

1
0.14
0.02
0.13

1
0.02 1
0.07 0.06 1

Table D.3: Correlation Matrix of Fuel Productivity and Total Factor Productivity

D.5 Trade-off Across Values of Demand Elasticity

Below, I show the trade-off between aggregate output and emissions for different carbon tax

levels, comparing how much better the economy fairs when allowing for heterogeneity in fuel

productivity rather than just energy productivity. I do this exercise by varying the elasticity

of demand, which affects the extent of output reallocation across plants. Consistent with 2, I

find that more elastic demand increases output reallocation across plants when allowing for fuel

productivity, which increases the gap between the two production frontiers. This confirms the

importance of the output reallocation channel in explaining the aggregate trade-off in the main

text.
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Emission Reduction (% Relative to No Tax)
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Figure D.1: Aggregate Trade-off Between Emission Reduction and Output, Across Different
Elasticities of Demand

Notes: Figure (a) corresponds to perfect complement output varieties and refers to a representative consumer
who has Leontief preferences across different varieties. While both production frontiers are closest to each other
with such preferences, there is still a gap due to initial differences in fuel concentration. The economy with
heterogeneity in fuel productivity allows for more concentration of fuels across plants, particularly coal. It thus
yields more substitution away from coal in level, even though the elasticity is the same.
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Figure D.2: Comparison of the Gap Between the Economy With Fuel Productivity and the
Economy With Energy Productivity
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Appendix to Chapter 3

E Preliminary Evidence for Entry/Exit

To investigate entry/exit as a result of the carbon tax, I run a simple difference-in-difference
regression with the number of firms as the dependent variable. In both B.C. and Quebec, the
control group comprises firms in all other provinces, and the treated period is from 2008 on-
wards for both regulated provinces. As the asymmetric carbon tax raises the marginal cost of
regulated firms relative to the marginal cost of unregulated firms, standard Melitz theory sug-
gests that the minimum productivity required to operate in regulated provinces would increase,
decreasing the number of operating firms, and vice versa for unregulated provinces. Hence, the
DiD coefficients should be negative. Here, it is positive and I cannot reconcile this finding with
the theory, which is why I assume that the distribution of productivity remains the same after
the tax.

(D (2)

British Columbia  Quebec

time -100.0*** -100.0**
(2.57) (2.43)

treated -97.24% -21.74%
4.19) (3.38)

DiD 79.40%** 71.66"
(5.55) 4.47)

constant 242 .77 242.7%*
(1.89) (1.79)
N 7,888 8,813

Standard errors in parentheses
*p<0.05 " p<0.01,” p <0.001

Table E.1: Effect of Carbon Tax on Firm Entry and Exit

F Derivation Perceived Prices and Relative Fuel Quantities

Starting from the firm’s cost minimization problem:
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min Z st F = Z/l ( f)(”_l)/”)g/(g_l)
WL, pfsqs - \gs
Do o/(o-1)
L= pugi+ ,U(F = (D AutghyeVre) )
=1 ¢
FOC:

Pes = u( ﬁ‘;a(zA[qi(a-l)/a)l/(a—w) "

§ t

I can divide fuel £’s FOC by fuel k’s FOC:

Des _ (Cl_ﬁ)l/‘fﬁ

Dks C[ﬁ /lk
Then,
4 = (Pks A\ )
b \pes A

I can plug ¢%(¢") into the technology:

Now I can define perceived prices:
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1/(1-0)
o 1- a'
Z /1( €s

Then, I get the optimal quantity of each fuel consumed, for a given output quantity F'.

Py

= (2)r

G Derivation of the Log-Likelihood for Estimation of Macro

Parameters

Recall the main estimating equation (eq. 10 in the paper):

1
)+ln,8j,+1nC,—plnﬁ,~s, ln(p1 pN’ PPN

jrt jurt” " Jt

In Gijst + (/j'(ll'l ﬁfjst —1In ﬁjst) =In (p _

Yijst

Xijs:(0)
+(o— D(nA;jy —InAj) + g

Eijst

Assuming that g ;;(A) = g(A), then A it = A. I now assume a normal distribution for the distribu-

tion of log-productivity and both measurement errors:

Aijst ~ LN(IJ,U'/%)
— lnA,»js, ~ N(u,0%)
~ N(O, 0'[)

z]st

Recall the definition of aggregate productivity:
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A= ooAp‘lg(A)dA)]/(p_l)
0

Using the moment-generating function for a log-normal distribution, I know that,

B4 = exp((p — Dy + (o~ D*03/2)

1/(p=1)

I also know that A = E[A”™!] . Then,

A=(exp(uo-D+-13/2)"""

I now have everything to derive the distribution of the relative log-productivity term where In A

is just a constant that gets added to the mean but does not change the variance:

(p = D(nAjjy —InA) ~ N( = (p = 1)’03/2. (p = 1)’075)

I can now write the joint distribution for the composite error term ¢, which will be used to

form the log-likelihood:

(egfil) N N([ -1’03 /2] ( Dol +o7, (p—1)’0;+ O'ng’o])
€y - 1)%02%/2 D?0% + 0ngo (0= 1203 + 02
H Derivation of Variance for Fuel Efficiency Parameters

Recalling the relative fuel equation to estimate technology parameters when I only have two

fuels:
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ng
ijst

Ing;;, —Ingf;, = o(Inpyy —In pug) + ' + €

Where,

FJ = 0'(ln/lj’ng - ln/lj,o)

To estimate these reduced-form industry fixed effects, I redefine them as a constant plus an
industry-specific term: I'; = v + ¢;. To get the variance of A,, 4;,,, I first need to derive the

variance of I'; = y + §; where y and ¢; are the estimated parameters:

Vi +6; = (y +6)) ~ N©O,03 + 05 )V j

A _ A2 V)
O-Fj _O-7+0-(5j

Next, I can use the delta method to recover the variance of structural parameters, A, ;, Aoir; V7,
where I showed in the paper that those are functions of the interfuel elasticity of substitution, o

and reduced-form parameters I';.

PO, VL)
el exp(f"j/é')+1
~ 1

/loil,j =

exp(l;/6) + 1

By the delta method,

v [(2@,,- - Ang,,o} . [";";"f ’37] [N(o, a%j)]

A oA il, j oA il j 2
(/L)il,j - /lail,j) ;;; - (';01.1 N(O, 0-0—)

Where the gradients are as follows:
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Odngj  Odygj exp(I'j/o) —Ijexp(;/0)
ar do o(exp[j/o)+1)?  o2(exp(lj/o)+1)?

0doitj 0ol —exp('j/o) Ijexp(lj/o)
or do o(expj/o)+1)?*  o(exp(j/o)+1)?

Hence, the asymptotic variance of structural fuel shares by industry is as follows:

2 _( exp(I';/o) )22 ( [jexp';/o) )2 5
~\o(exp(T;/o) + 127 71 Ng2(exp(T;/o) + 127 7

2
Aoil, j

And I can use sample estimates of all those quantities to get the sample variance of fuel shares.
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Appendix to Chapter 4

I Rate Regulation in the US Pipeline Industry

The United States pipeline regulatory authority, the Federal Energy Regulatory Commission
(FERC), has an established framework and legislation allowing it to approve pipelines charging
market-based rates. Much of this framework and legislation was developed in the late 80s and
early 90s, and today, a handful of pipelines charge market-based rates, mostly oil pipelines.
While the FERC grants oil and natural gas pipelines market-based rate authority under two
separate pieces of legislation, the following must be included by a pipeline as evidence to move

towards market-based rates:
e Describe the proposed service.
e Define relevant product and geographic markets.

e Provide the applicant’s ownership and list affiliated energy companies, services provided,
and their location. If an affiliate operates in the same geographic market, the market

shares of the applicant and the affiliate should be combined.

e Identify good alternatives to the proposed service - which parties provide similar services

within the same geographic market. List the applicant’s competitors and location.

e Include market share and Herfindahl-Hirschman Index (HHI) calculations to measure

market concentration. The Commission’s traditional HHI threshold is 1,800.

e Discuss other relevant competitive factors, such as ease of entry and excess capacity held

by competitors.
e Describe how the applicant’s rates compare to the competitors.

In addition to the evidence above, some pipelines have also provided econometric analysis to
show that their shippers have a relatively high elasticity of demand as a means to quantify
the competitive position these pipelines face. It has also been required that pipelines provide
cross-price elasticities for different products transported in their pipeline or by competitors. For
example, a liquids pipeline may be constructed to ship various types of petroleum products
(heavy crude, light crude, condensate, refined products, etc.) vs. another pipeline within the
same area only capable of transporting a single type of petroleum product. In that case, the
regulator does not see the product transported through the pipeline as homogenous and may

review cross-price elasticities.
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The FERC also has the authority to determine if only a certain portion of a system may be
granted market-based rate authority. For example, the origin market for pipelines is often con-
sidered as the production areas, which often could be considered not sufficiently concentrated
and may result in the pipeline having market power in the origin market. However, before reach-
ing their ultimate destination, many pipelines pass through storage hubs. These storage hubs
often have many pipelines entering them and are seen as a more competitive market. Therefore,
a pipeline may not be granted market-based rates for its entire system but only a portion of its

system, say, from these storage hubs to its destination market.

As is evident, the United States has a much more established framework for determining market-
based rate authority. This is largely due to the more competitive nature of the pipeline industry in
the United States compared to Canada. While this framework is established, it is also important
to note that it represents a relatively steep bar to cross, and very few pipelines are granted this

authority.

J Capacity Release Market

J.1 How Does Capacity Release Market Work?

We first explain in more detail the capacity release programs:

1. Capacity releases can be put forward by the pipeline or requested from shippers. Both get

posted on the pipeline’s website.

2. There are generally two types of capacity releases: biddable and non-biddable. Biddable
capacity releases are subject to an open season (bidding process) where the highest bid
gets the capacity. Non-biddable capacity releases are generally agreements that are en-
tered into before posting on the regulatory website and are only eligible for releases with
contract lengths of 31 days or less or more than one year. This is why we see most of
the releases at 31 days in length or one year. Furthermore, capacity releases less than one
year can be above the tariff-specified firm toll, while those above a year cannot exceed
the firm Tariff rate.

3. We discussed another important feature: recall and reput options. Suppose recall and
reput conditions are included in a capacity release transaction. In that case, the original
entitlement holder can at any time (within nomination window deadlines) “recall” that
capacity and utilize it if they need it. This waives any tolls for the shipper that purchased

the capacity release when it was recalled. Once the capacity is recalled, the original



Appendix J — 143

entitlement holder can decide to “reput” that capacity if it no longer needs it and give it
back to the shipper that originally purchased the capacity release. Recalls and reputs have

to happen on separate days. This is a very common provision.

4. Capacity release above the maximum tariff rate (releases less than or equal to 31 days,

greater than or equal to 1 year, or bidded on).

5. The pipeline receives the same reservation charge, whether it be from the releaser or the
replacement shipper. However, it could potentially benefit from the volumetric charge if

more capacity is used from the capacity release market.

Below, we outline the timelines detailing the processes for conducting open-season auctions for

short-term and long-term capacity releases, respectively.

Short Term Release (Less than one year)

1. The capacity release request is posted by 9:00 am on a business day (the specific timing

of which will vary depending on the pipeline to meet their nomination windows.

2. The open season/auction period is held between 9:00 and 10:00 am. This is a silent

auction; no parties can see what others bid, and bids can be withdrawn during this period.

3. The pipeline company begins evaluation of the bids at 10:00 am, contingencies are cleared,
and a determination of the best bid is made based on the process specified by the re-

leaser/requester.

4. Both parties are notified by 11:00 am and confirmed by 12:00 pm. The capacity release

contract is awarded within an hour.
Long Term Release (More than one year)
1. The capacity release request is posted by 9:00 am on a business day.

2. The open season/auction period is held for three consecutive business days, such that
the open season process ends at 10:00 am three business days after the capacity release

posting.

3. The pipeline company begins evaluating the bids at 10:00 am three days later, clear-
ing contingencies and determining the best bid based on the process specified by the

releaser/requester.

4. Both parties are notified by 11:00 am and confirmed by 12:00 pm. The capacity release

contract is awarded within an hour.
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J.2 Interviews With Practitioners

Below, we document our interviews with practitioners who participate in the capacity release

market:
e Q: Why would someone not be incentivized to just nominate 100% of their firm contract?

A: This is due to a certain amount of variable costs associated with transportation. For
example, pipeline abandonment surcharges or fuel costs for shipping on the pipeline. If
you nominate a particular level of gas for that nomination window, it is assumed you
use up to 100% of the gas you nominated. Therefore, you incur variable costs on a
volumetric basis equal to your nomination. While these are small in comparison to the
overall demand charges (fixed costs), there is little to no incentive for certain types of
customers (industrial users or local distribution companies) to incur those costs if they do
not require the gas. Whereas marketers/natural gas traders will only choose to nominate
the full amount of their contract if the contract path is “in the money”: the price of natural
gas at the destination plus the variable cost of transportation is greater than the price of

natural gas at the origin.
e Q: How often do people choose biddable agreements?

A: In terms of biddable or non-biddable, he would be surprised if more than 1% of the
capacity releases resulted from a biddable process. Most are prearranged deals that you
have negotiated before posting them on the pipeline’s website. In particular, even in the
US, many relationships are established, and many players are aware of who to call if they

need a capacity release.
e Q: What is the difference between a natural gas utility, marketer, and retailer?

A: A natural gas utility is a regulated entity that distributes natural gas, sometimes known
as a local distribution company (LDC), to end-use customers such as residential, com-
mercial, and industrial customers. LDCs will often have an exclusive franchise area of a
city or region, and in turn, the rates charged for their services are regulated by state reg-
ulatory authorities. Ultilities source their gas transportation from interstate and intrastate
pipelines, which are regulated by federal or state regulatory authorities. These utilities
are required by their regulators to hold a certain percentage of their peak day demand
requirements in long-term contracts on these pipeline systems. Utilities’ average day
demand requirements are often much lower than their peak day requirements, and there-
fore, utilities hold excess transportation capacity on the interstate and intrastate pipeline

systems.
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Natural gas marketers are unregulated companies that arrange to purchase and sell natural
gas. Marketers typically arrange for gas supply agreements with natural gas producers or
purchase gas at trading hubs. They then sell this gas to end users or at other market
hubs to earn profit based on the spreads between different prices of natural gas hubs. To
transport natural gas marketers must also hold capacity on natural gas pipelines but are
not required to hold any typical amount of capacity and often choose to be nimble in the
amount of capacity they hold on pipeline systems. When arranging the supply of gas for
an end user marketers will typically charge for the cost of gas, cost of transportation, and

then a service fee for arranging the transactions.

Natural gas retailers are also unregulated companies that arrange to purchase and sell
natural gas. However, the main distinction between them and marketers is that retailers
typically hold capacity on natural gas distribution systems and sell to end users such
as residential, commercial, and industrial customers. The distinction between retailers
and LDCs is that the provision of natural gas distribution (the responsibility of LDCs)
is regulated, but the retail sales of natural gas are often competitive. End-use consumers
can choose to purchase gas directly from the LDC, which offers a regulated rate, or from
natural gas retailers, which have competitive rates. Natural gas retailers typically source
their natural gas from natural gas marketers or, in certain circumstances, are vertically

integrated with a marketing company.

Since marketers and retailers are unregulated entities, they do not require supply obliga-
tions and typically hold transportation or distribution capacity that is more in line with

the average daily demand for natural gas, in contrast to peak-day demand for utilities.

e Q: Why do we see a large portion of end users of natural gas utilize marketer’s services

instead of contracting for their own service on interstate natural gas pipelines?

A: A significant portion of end users of natural gas do not actually hold transportation ca-
pacity on interstate pipeline systems, or they are not connected to natural gas distribution
utilities. These customers are often industrial facilities, agricultural operations, smaller
power generation facilities, and natural gas retailers. Thus, many of these natural gas end
users rely on natural gas marketers to meet their gas needs, both in terms of supply and
transportation. These end users do not hold transportation capacity on pipelines for two
primary reasons: creditworthiness and balance sheet obligations.

The credit obligations that are necessary for a company to hold pipeline transportation
services are often quite steep, and most companies cannot meet them. For example, a

typical credit evaluation criterion for firm service on a natural gas pipeline is to provide
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K

security guarantees for three months of firm service at the maximum tariff rate for the
entire volume of your contract. This requires companies to have large amounts of cash
on hand (in the form of an advance deposit), a strong standing letter of credit from a
financial institution, an acceptable security interest in collateral, or a guarantee from a

more credit-worthy parent company.

As for the balance sheet obligations, given the take-or-pay nature of natural gas trans-
portation firm service contracts, financial institutions view these transportation contracts
as debt obligations. If a company were to take out large amounts of transportation ca-
pacity, this would result in a large liability appearing on their balance sheet, which may
impact their own credit metrics, impacting their ability to secure their own financing and

financial obligations.

Given these restrictive requirements, many end users rely on marketers’ services to ar-
range for the supply and transportation of their gas needs since marketers require lower
levels of credit requirements and less restrictive outcomes on their balance sheet obliga-
tions. This comes at an increased cost to the end user, as marketers often require a service

fee or markup for arranging the supply and transportation of natural gas.
Q: Why do we see natural gas marketers as replacers in the capacity release market?

A: Since these end users rely on marketers to provide them service when unexpected
shocks in demand happen either to end-use residential, commercial, and industrial de-
mand (increased demand for natural gas retailers) or unexpected shocks in their various
industries that do not impact demand for gas utilities/retailers (for example an increase in
demand for steel production) they often turn to marketers to supply them with additional
natural gas. While the primary market for natural gas transportation is held largely by
utilities to meet their regulatory obligations, most periods of the year, they do not require
the full use of their transportation contracts. They would prefer releasing that capacity to

a marketer that will ultimately provide the transportation services to an end user.

Additional Data Descriptives

K.1 Summary Statistics Regarding IOC and Capacity Release

Here, we show the quarterly proportion of shippers participating in the capacity release market.

The data is structured by pipeline, shipper, and quarterly level.

Next, we examine the percentage of shippers who participate in the capacity release market at
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Table K.1: Number of Shippers That Are Within the Secondary Market (Quarterly)

Not in the Capacity Release Market 26,388  89%

In the market 3,108 11%
Total 29,496 100%

Table K.2: Number of Shippers that Are Within the Secondary Market (Quarterly, by Pipeline)

Not in the Capacity

Pipeline Release Market In the Market Proportion
El Paso 5,854 359 5.78%
Natural Gas 7,479 754 9.16%
Texas 9,681 1,728 15.15%
Transwestern 3,374 267 7.33%
Total 26,388 3,108 10.54%

any point during the contract period.

Table K.3: Number of Shippers That Are Within the Secondary Market

Not in the Capacity Release Market 555  60%

In the market 373 40%
Total 928 100%

Table K.4: Number of Shippers That Are Within the Secondary Market, by Pipeline

Pipeline ﬁg:e:lszl;[gii?dty In the Market Proportion
El Paso 144 66 31.43%
Natural Gas 164 123 42.86%
Texas 144 150 51.02%
Transwestern 103 34 24.82%

Total 555 373 40.19%
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Table K.5: Percentage of Contracts With Different Options

Resale . Previousl

Year Recallable Reputable Allowed Affiliate Release dy
2006 72% 58% 72% 0% 13%
2007 75% 63% 81% 0% 5%
2008 79% 67% 85% 0% 8%
2009 94% 72% 93% 0% 9%
2010 94% 66% 92% 0% 10%
2011 93% 65% 92% 1% 12%
2012 94% 70% 94% 1% 12%
2013 95% 68% 94% 0% 9%
2014 95% 61% 94% 0% 7%
2015 95% 65% 94% 0% 7%
2016 97% 78% 97% 0% 6%
2017 96% 81% 97% 0% 6%
2018 96% 80% 98% 0% 5%
2019 97% 80% 97% 0% 6%
2020 97% 79% 96% 0% 10%
2021 98% 78% 96% 0% 18%
2022 98% 79% 96% 0% 20%
2023 99% 80% 96% 0% 20%
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Table K.6: List of Pipelines in the Capacity Release Market

Pipeline Number of Number of Number of
Unique Contracts Unique Releasers Unique Replacers

ANR Pipeline Company 34,745 164 217
Algonquin Gas Transmission, LLC 93,631 118 240
Colorado Interstate Gas Company, L.L.C. 5,000 84 80
Columbia Gas Transmission, LLC 224,606 344 470
Columbia Gulf Transmission, LL.C 47.827 166 303
Crossroads Pipeline Company 4,523 26 71
East Tennessee Natural Gas, LLC 4,740 92 72
Eastern Gas Transmission and Storage, Inc 159,787 241 372
El Paso Natural Gas Company, L.L.C. 5,476 98 161
Enable Gas Transmission, LLC 1,569 156 161
Enable Mississippi River Transmission, LLC 729 16 22
Florida Gas Transmission Company, LL.C 26,145 82 111
Gas Transmission Northwest LLC 370 22 34
Great Lakes Gas Transmission Limited Partnership 2,005 39 55
Guardian Pipeline, L.L.C. 359 14 14
Gulf Crossing Pipeline Company LLC 54 3 8
Kern River Gas Transmission Company 2,595 54 86
Midcontinent Express Pipeline LLC 524 18 28
Midwestern Gas Transmission Company 801 36 41
MountainWest Pipeline, LLC 1,483 44 57
Natural Gas Pipeline Company of America LLC 5,616 113 129
Northern Border Pipeline Company 1,510 64 57
Northern Natural Gas Company 15,448 202 190
Northwest Pipeline LLC 4,487 67 80
Panhandle Eastern Pipe Line Company, LP 58,290 116 243
Sea Robin Pipeline Company, LLC 2 1 1
Southern Natural Gas Company, L.L.C. 50,135 264 148
Southern Star Central Gas Pipeline, Inc. 30,154 83 99
Tallgrass Interstate Gas Transmission LL.C 85 13 12
Tennessee Gas Pipeline Company, L.L.C. 201,954 334 448
Texas Eastern Transmission, LP 68,795 240 359
Trailblazer Pipeline Company LLC 22 6 8
TransColorado Gas Transmission Company LL.C 82 6 7
Transcontinental Gas Pipe Line Company, LLC 159,835 253 350
Transwestern Pipeline Company, LLC 819 31 50
Trunkline Gas Company, LLC 13,428 69 202
Viking Gas Transmission Company 2,665 47 38
Wyoming Interstate Company, L.L.C. 2,657 44 73

Total 1,232,953 3,770 5,097
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K.2 Amount Released in Comparison to IOC Data

Table K.7: Amount Released in Comparison to IOC Data (Quarterly)

p25 p50 p75 Mean Max
Proportion of quantity released 2.3% 6.8% 25.0% 32.4% 4212.7%

The percentage of the amount released is calculated at the Pipeline-Shipper-Quarterly level,

using the Max Daily Transport quantity as a basis.

Table K.8: Amount Released in Comparison to IOC Data (Quarterly)

Pipeline p25 p50 p75 Mean
El Paso 52% 142% 25.0% 23.6%
Natural Gas  22% 82% 25.0% 25.8%
Texas 1.6% 53% 13.1% 30.5%
Transwestern 15.2% 25.0% 59.1% 75.4%
Total 23% 68% 25.0% 32.4%

500

400

300+

200

Capacity in Secondary Market (thousand Dth/day)
Capacity in Secondary Market (thousand Dth/day)

1004 504

T T T T T T T T T
June-21 January-22 June-Z January-20 July-20 January-2 June-21 January-22 June-22
Month-Year Month-Year

T T
January-20 July-20 January-:

(a) El Paso (b) GTN
Figure K.1: Weekly Capacity Available from Secondary Market

Notes: This figure plots capacity available in the secondary market for each pipeline up to one year before and
after the cold wave. Capacity available in the secondary market is defined as capacity contracted from a releasing
to a replacement shipper in the secondary market which is available in the current week. The dashed red lines
correspond to the official beginning and end of the cold wave.
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